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OVERSIGHT OF STUDENT LOAN MARKETING

THURSDAY, AUGUST 12, 1982

U.S. SENATE,
SUBCOMMITTEE ¢N EpUCATION, ARTs AND IHUMANITIES,
CoMMITTEE ON LABOR AND HUR: *N RESOURCES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:08 a.m., in rocm
4232, Dirksen Senate Office Building, Senator Robert T. Stafforc
(chairman of the subcommittee) presiding.

Present: Senators Stafford, Randolph, and Pell.

OPENING STATEMENT OF SENATOR STAFFORD

Senator STaFrorD. The Subcommittee on Education, Arts and
Humanities will please come to order.

On behalf of the subcommittee, I will extend a welcome to our
guests and our witnesses this morning. The Chair had been waiting
for my dear colleague, the most able Senator from West Virginia,
Senator Randolph, whom I know wishes to be here, but he, like
Senator Pell, has conflicting commitments this morning and the
Chair is going to go ahead and begin the meeting.

The Subcommittee on Education, Arts and Humanities is meet-
ing today to conduct oversight of the activities of the Student Loan
Marketing Association, commonly known as Sallie Mae.

Sallie Mae was established by the Education Amendments of .

1972 to provide additional liquidity to lenders in the guaranteed
student loan program. Through its major programs of loan pur-
chase and warehouse advance, it has provided billions of dollars in
student loan capital for direct guaranteed student loan lenders and
loan guarantors. As of June 30 of this year, Sallie - Mae had assets
of more than $6 billion. : h .

A program of this magnitude, even though it receives no directly
appropriated Federal funds, deserves the close attention of this
subcommittee. The purpose of the Federal student loan programs is
to provide, on the most cost-effective basis possible, adequate capi-
tal to assist low- and middle-income families who choose to pursue
higher education. Sallie Mae was established to. conform with this

ASSOCIATION (SALLIE MAE) '

purpose, and I hope that this hearing will illuminate us as to its .- -

activities in pursuit of this critically important goal.

"The Chair is going to keep the record open at this point for any
additional opening statements that other members of the subcom-
mittee might wish to make.

(e}
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Before we proceed further, the Chair is delighted to see that Sen-
ator Randolph is here. Senator Randolph, I have made a very brief
opening statement and this would be an appropriate time for you
to do the same if you wish.

Senator RANDOLPH. Thank you very much, Mr. Chairman.

More than a year after the fact, we are holding this hearing
under your able chairmanship of our Subcommittee on Education
to review the Student Loan Marketing Association’s new authori-

..ties granted last year in the Omnibus. Budget. Reconciliation Act—-

for the record, Public Law 97-35—and particularly its request for
an exemption under Federal priority for recovering moneys owed
to it in the event that Sallie Mae files for liquidation or reorganiza-
tion in the future under the Bankruptcy Act.

Since its inception in 1972, there have been few efforts to con-
duct oversight hearings on the Student Loan Marketing Associ-
ation, and that is the reason we are here this morning. We will ad-
dress, Mr. Chairman, not just the new authorities that have recent-
ly been granted to the Association, but all of its authorized activi-
ties that have taken place over the past 10 years.

On July 16, 1981, T received a telegram signed by eight State
guarantee or lending agency officials expressing their collective
concern over the new authorities for Sallie Mae in the reconcili-
ation bill, and requesting that those provisions be removed until
such time as public hearings could be held. :

3

Now, regrettably, July 16 was too late for me to intervene in any

meaningful way, since the budget bill was, by that time, in the
Senate-House conference. I was not a conferee. I was, however, able
20 have language inserted in the conference report to the effect
that the new authorities were not intended and could not be used
to undermine or unfairly compete with existing State agency activ-
ities as participants in the guaranteed student loan rogram.

After the reconciliation of the budget was agreed to and signed
into law, I asked our able chairman—and I refer to him always as
our able chairman—Senator Stafford to schedule a hearing on
those new loan authorities, and he very readily agreed.

Now, we have found that it is one thing to call for a hearing on
Sallie Mae, and quite another %o prepare for it. I will not try to
detail for you the complexities involved in understanding Sallie
Mae. I think it'is sufficient to say that if most Mcembers of Con-
gress were asked what they thought of Sallie Mae, they would re-

spond with a question, “Who is she?” That may be overdrawing it .

just a little. ,

Our staif—Mrs. Birdie Kyle and others—have worked and stud-
ied very diligently over the past year so that they and members of
the subcommittee «nd committee as well would have a clear grasp
of the issues at hand and would be able to assure, to the extent
possibie, that this hearing record would be meaningful.

Their work and the subcommittee’s work has prepared us for ap-
propriate questions so as to receive, hopefully, helpful, complete
answers sufficient to alleviate the concerns expressed by the var-
ious State entities in relation to the authority of Sallie Mae.

I express my genuine thanks to the staff for the work that has
gone into this hearing and preparation for it, and my gratitude to
the many persons and groups who have met with our staff to give
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us the benefit of knowledge and expertlse And last but certainly.
not least, niy thanks to the Congressional Research Service—we do
not mention themn publicly too often—and its American Law Divi-
sicn for providing research and analyses of the author1t1es in ques-
tion at my request over the past year.

I know that our subcommittee has been perhaps slow in resoond-
ing to the need for oversight on the Student Loan Marketing “Asso-
ciation. There may be many who wonder why we are locking the

..barn .door-—an.old expression—after.the_horses_have_been stolen._ . ,

But I believe that this hearing can be productlve, and will be bene-
ficial to all who are interested and concerned.

The telegram that I received on Julv 16, 1981, to which I have
made reference from officials from the States of M1nnesota Colora-
do, Massachusetts, Wisconsin, Washington, Nebraska, and West
Virginia stated—and [ quote the telegram: -

We share great misgivings about provisions in. both bills which will greatly
expand the authority and areas of activities for the Student Loan Marketing Associ-
ation, and view them as an encroachment of Sallie Mae on state initiatives and re-

sponsibilities. We urge you and your colleagues to give thls matter the study and
hearings which it deserves.

That was an excerpt from the telegram.

State officials have indicated to the subcommittee in very certain
terms that we have been rather cavalier about enacting into law
amendments that benefit Sallie Mae over the pest 10 years and
tihat we have done so more and more W1thout the benefit of public

ebate.

I regret that that allegation is true. However, we have probably
been reluctant to hold hearings because of Sallie Mae being, in a
sense, a very complex financial operation, I will pause at that/point
to say that sufficient time to thoroughly study this issue has
always been a problem for me and for members of our staff.

We have trusted Sallie Mae to fairly represent its real needs, and
have proceeded to adopt new amendments because we did not done
delay action that could result in preventing students, desiring to
obtain  a guaranteed loan or loans for college tuition, from being
able to do so.

Eallie Mae, on the other hand, probably has also reached a point
where they described their rather substantive amendments as tech-
nical in nature because they were discouraged from explaining
their operations and questioned whether anyone would listen if
they had explained them. The blame, if any, for a lack of proper
oversight rests with both sides.

Now, I wish to reiterate that desp1te popular bellef th1s hear1ng
is not intended in any nature to be punitive. There is no doubt in

our minds that Sallie Mae has provided a vital service in assuring =

student access to guaranteed student loans, and that has been
nationwide.

However, there is no doubt in our mlnds, many of us, that State

agencies and other lend1ng institutions have, over a -period of..
years, expressed a growing anxiety over the sudden appearance of

‘new Sallie Mae authorities that have not been: publicly discussed.

The fact if that when State officials ask our staff for details as to -
the intent of the new initiative, our staff, Senator Stafford, has ad--
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mittedly been unable to respond with any depth and degree of
knowledge.

In other words, the concern is presert and sve want to have it
allgviated, and I believe that this hearing can help toward that
end.

The Congress created Sallie Mae in 1972, with two distinct goals:
One, to provide a public service by assuring liquidity, or cash flow,
to lenders willing to participate in the guaranteed student loan

program; and, two, for making a profit.

“For years, that organization has gone about its task; they have -

done the task well. As a matter of fact, they were and still are es-
pecially good at making a profit. They are very successful. Some
say they are too successful. Some say that in order to assure a wide.
profit margin, Sallie Mae has forgotten its first goal—to provide
the public service of loan liquidity for student credit demands in
t}ée tates, and I have mentioned States that have directly contact-
ed me.

Others say that Sallie Mae has suddenly become very, very
conservative in agreeing to provide loan liquidity, to the detriment
of State lending agencies or guarantors who require advance cash
commitments to meet the credit demand of students.

I believe that members of our subcommittee, State agencies, the
general public and Sallie Mae officials will hopeiully, at tke conclu-
sion of this hearing or hearings, have a better communications op-
eration established among them. We have need for more than a
glimmering of understanding of Sallie Mae. We do not want the
mystery to continue, and the inner workings of student loan mar-
keting activities shall be clarified for all concerned. -

Mr. Chairman, I believe it would be wise for us to ask the Gener-
al Accounting Office to conduct 2n indepth study, audit and report
for this subcommittee on Sallie Mae’s activities over the past 10
years, and an evaluation, if possible, of the intended future use of
ggzce31§tly granted new loan authorities contained in Public Law .

That GAC report, combined with the hearing record that we will
compile today should serve to relieve most of the fears and anxi-
eties that are shared by many of the participants in the student
loan marketing field. o o

I must remind you that the States contacted us, so there must be -
some reason why they feel the necessity for this hearing. If this
hearing does nothing else, I would hope it will answer questions
about whether Sallie Mae has been doing a good job as a quasi-Gov-

_ ernment entity, and whether it has in fact had an unfair advan-
tage in the marketplace over others that are involved in similar .
types of activities. v -, '

I will have questions that I will ask for the record, and cther
questions I request permission of our chairman to submit for writ-
ten responses so that we will be able to save time. , o

Senator Starrorp. Without objection, that right will be reserved
to all members of the subcommittee. o S

Senator RaNporpH. Thank you, Mr. Chairman. I also request per-
mission of the chairman to include certain documents, including re-
search papers that have been prepared by the Congressional Re- :
search Service at my request, and copies of correspondence be-

s
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" tween the president of Sallie Mae and myself, dating from August
7 through October 5, 1981, in which I asked questions related to
last year’s new authorities and to which Mr. Fox responded.
I thank you. :
Senator StarrorD. Without objection, those documents will be
made part of the hearing record. -
[The documents referred to follow:]

107



O

ERIC

Aruitoxt provided by Eic:

Feu0u0uTliYruue 9//10/01 Tnx MINCUMCTR STP FUMT .

. A
0 ST, PAUL » MINNESOTA JuLY 1o, 1981 _ . L

1031 £S87T

. western union :

tan e

‘RME nUNUKaosLE JEANINGS RANUCLER
UsSs SENATE

3203 VIRNSEN SENATE OFFICLE ELDG,
AASHINLTUN, D,Ce 2U510

LACH UF US HAS EXPKRESSED OUR RESPECTIVE STATE POSITIONS AND
<UNLERNS ABUUT iht EFFECTS CF CHANGES IN FPEOERAL POST=
FECUNAKY PULILY INCORPURATED IN THE BULGET RECONCILIATION
LILLS LURKENILY UNUER CONFERENCE, HOWEVER, ME #uSO SHARE
“Real MIdLIVINGD ADBOUT PROVISIOMS IN BOTH BILLS WHICH wiLL
JKEATLY EXPAND IHE AUTHOKIT? AND AREAS OF ACTIVITY FOR THL
JIUUENT LMAN MAKAETING aSSUCIATION (SALLIE MAE): WHILE ThESE
SNUY1SIUNS MAVE bEEN OFFEREC AS TECANICAL APENDMENTS TG SLITICA
59 OF Trt HlGrer EOUCATIOUN ACT, THEY CONSTITUTE MAJOR ChHANGES
N PULILY ANU SUBSTANLE nwnICH hAVE NOT KECEIVED ANY MEARINGS 1IN
v1fneR huudE UF LUNGRESS, WE CBJECT TO 80TH ThE PROCEDURES
\ND SUpS1AKLE KELATING Tu THRESE SECTIONS ANO VIEW THEM AS AN
CNCKuaLmMENT UF SALLIE MAE Cn STATE INITIATIVE AND RESPONS]e
GIL1TIes, 4N GUR JUUGMENT, THESE PROVISIONS ARE NOT GERMANE T0
iHE gubset KECUNCILIATION PROCESS AND SHOULD EITHER BE REMOVEC
JR DELAYED FUR FURTheK $TUCY. ®E UKGE YOU AND YOUR COLLEAGUES
SERVING A5 CUNFEWRCES TU SOLICLIT SUPFURT FOR FIMDING A CONSTRUC=
Tive =AY TU uwlve Tnl$ MATTER Fhe STUDY ANO KEARINGS WHICK IT
JESERVES,

.SIbN:DI

DR, CLYDE Ko INGLE

EXECUTIVE vIxeCIUR

HIGHER EUUCATICN LOUKVINATING HOARD
40y CAPLIUL SuUake bBLUG,

550 CEDAKR 5T,

5T, PayLs MEhN, 55101

DN, LEE A+ KERSUNNER

EXECUTIVE InRECTUR

COMMLISSIUN Un hlunEx BEUUCATION
1950 LINCULN ST

a21v

ULNVER, CULURAGU BO2US

MK, JAMED A, JUNu

LXECUTLVE oECRETARY
5Tale UF ¢L5LONSIN rILnik ECUCATIONAL

11 -




PAuL ¢

! .
mestern‘upmn

“alus guarp. s
...... ;Mlj,,tT",1C50hH=‘_ e et s e
MADISON, WISLUNDIN S3/02

UKe nILLIAM 5, FULLER
rALCuTlVe DIRECTUK
NEONASKA LOURODINATING L UMMISSICN FOKR
PUSTeSECUNUARY EUULATIDN
SVU1 CETENnN]AL MALL SUUTH
P.U, BUA YS50UD .
= wLINCOLN, NEpMAbRA s8H09

DH, C. Lalt ADnnyd ,

EXECUTIVE CUUKVINATOR

CUUNLIL PUK MUSTeSECUNVAKY EDUCATIUN
Y08 b, FIrTH ST,

DLYMPLA, RASHINLIUN 98504

DRy G, WAYNL BRURN

EXECUTIVE UIKECTUR

TENNESSEE MAUMER LPUCATIUN COMMISSIUN
SV} uNICn oLUG,, RSVUO

NASAVILLEs TENNESSEE 37219

M, JURN Uy UUFP

CrANCELLUKR Ur u0AKD OF REGENTS
UF nlGrer EDUCAIION 7

ROUM ol9 MLCUNMIUN B8LUG,

UNE ASHNURTUN PLACE

dUSTUN, MASSACHUSETTS 02108

10315 ESY

IPHPOMX aSh

et

o S

O

ERIC

Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

‘40318505201 07/20/81 ICS IPMMTZZ CSP POMT
3085957211 TOMT CHARLESTON wv 47 07-20 .
V252P EST 313102 BST

I

" western union

B SENATOR JENNINGS RANOOLPH RET OLY MGM - : M. 8 8 189
ROOM 3203 OIKKSEN .
CAPITOL ONE CC 20510 :

SENATOR RANOOLPH,
WE BELIEVE TmE PROPOSEQ STUOENT LOAN MARKETING ASSOZIATION
MOOIFICATIONS IN TME- PROPOSEQ BUOGET NECONCILIATION LEGISLATION IS
INAPPROPRIATE SINCE -SUCM CONSIOERATION SKOULD COME VIA REGULAR
REAUTMORIZATION ANO SINCE SUCM CMANGES COULD ENDANGER TME IMPORTANT
STUQENT LOAN SECONOARY MARKET MISSION, WE URGE THE MOOIFICATION
LANGUAGE BE OELETED

BEN MORTON

PO 80X 591

CHARLESTON wV 25322

13102 EST

IPMPOMX =i



comerry
: . ENVIRONMENT AND
. PUBLIC WORKS

JENNINGS RANDOLPH
Ly wRSTVMRGHuA’

' | Vlnifed Diafes Denafe ' Seoiacs
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WASHINGTON.D.C. 20510

August T, 1981

Mr. Edward A. Fox

President

Student Loan Marketing Association
1050 Thomas Jefferson Street, N.W.
washington, D. C. 20007

Dear Mr. FoXx:

Recently the Association sought, and was given, Congressional
authority to expand its role to include virtually =11 functions of the
Guaranteed Student Loan Program. This new expansion authority was par-
tially authorized in the Education Amendments of 1980, and more fully
authorijzed in the Postsecondary Education Student Assistance Amendments
of 19681, contained in the Omnibus Budget Reconciliation Act.

As originally conceived, the efforts and resources of the Assoc-
jation were to be dedicated exclusively to increasing liquidity of lend-
ers originating guaranteed student loans through such activities as pur-
chasing loans from lenders and making warehousing advances to lenders,
with student loan notes of the lender as collateral. The increased au-
thority expands the Association's role to include the functions of ori-
ginating loans, insuring loans, and underwriting revenue bonds issued
by States and non-profit organizations to obtain funds for student loans.
In addition, the authority to undertake any activity with respect to un-
insured loans as the Association may undertake with regard to insured
loans gives the Association rather broad authority to establish and par-
ticipate in student loan programs which, presumably are neither sponsored
nor controlled n any manner by Federal statute, the Congress or any Fed-

eral agency. /

This substantial expansion in the role and authority of the
Association stimulates many questions in the minds of lenders, particu-
larly State Lending or Guaranty Agencies. It will be appreciated if you
will furnish me with a detailed response to the following question:

In view of the anticipated entry of the Association

into ventures which include virtually all Guaranteed
Student Loan Program functions and non-Federal programs
as well, how does the Associatior see its emerging role,
and what priority will the Assoc.ation establish in allo-
cating its efforts and resources among the variety of
functions for which it has sought authority?

Looking forward te a responsc at the earliest practicable
date, 1 an .

Truly,

Jennings Randolph

O
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August 21, 1981

Honorable Edward A. Fox '
President

Student Loan Marketing Association
1050 Thomas Jefferson Street, N.W.
wWashington, D.C. 20007

Dear Mr. Fox: ’

In view of the fact that Congressional action to expand
the Association’'s role during the Reconciliation process was done with
little or no public input or notification, questions continue to be
raised by concerned organizations and individuals. It will be appre-

giated if vou wili furnish me with a detailed response to the follow-
ing:

(1) Does the express desire of the Association to engage
in essentially all functions related to the Guarap-
teed Student Loan Program and to conduct activities
with respect to non-Federal programs reflect an assess-
ment of the Association that future volume and profit-
ability of the Association's secondary market program
will not be adequate to assire success of the Associa-
tion without new ventures?

(2} Ts the availability of loans for purchase by the Assoc-
. dation at a price which is profitable to the Association
becoming more limited? In what way?

(3) Will the - .nds borrowed from the Federal Financing Bank
be used b: the Associaticn for its activities with re-
spect to . s which are not originated under any Fed-
eral program’

(4) In view of the likelihood that funds can be borrowed at
a lower rate of interest for insured loans than for un-
insured loans, will the Association borrow separately
for uninsured loans, or will combined borrowing for both
insured and uninsured loans result in a higher cost of
money for the Association and a corresponding reduction
in price which the Association will be willing and able
to pay in purchasing guaranteed student loans?

ERIC

Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

11

{5) In viev of the fact that the 1980 Amendments gave
the Assocration an exclusive franchise with respect
to the oricination of consolidation loans, even though
a number of State agencies sought but were not granted
similar loan consolidation authority, what evidence from
Joan.consolidation experience of the Association indi-
cates that the needs of students are being met most ef-
fectively by having loan consolidation authority vested
only in the Association?

{6y What volume of consolidation loans has been originated
by the Association since authority for origination of
these loans was granted to the Association in the Fall
of 19807 -

liow fully has the need of students for consolidation
loans hcen met hy the Association?

Looking forward to a response to these questions at the earli-
est practicable dute, 1 an

Truly,

Jennings Randolph
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August 24, 1981

Fox

Student Loan Marketing Association
1050 Thomas Jefferson Street, N, W.
Washington, D. C. 20007

Dear Mr. Fox:

With reference to previous letters to you of a similar nature,
additional .questions have been submitted to me by conterned individuals
and organizations with regard to the expanded role granted to the

Associatiun during the Reconciliation proress. Aga

n, it wiil be ap-

preciated if you will furnish me with a detajled response to the follow-

ing:

(1)

(3)

(4)

How will the Association arcuve that the long-range

financial viability of the . Janization is not im-
paired by holding loans which are not insured?

In becoming an originator of guaranteed loans has the
Association experienced any unforeseen difficulties,

or has the secondary market program suffered in any

way as the Association directed its attention to origi-
nation of loans? S

In view of the fact that the Association, which is a
profit-making organization, has been granted authority
to insure or. guarantee loans under the Guaranteed Stu-
dent Loan Program, would the/Assqciation favor an amend-
ment which would permit other guarantors of student loans
to operate as profit-maKing organizations? B R

In view of the fact that: the Association is being

granted authority to guarantee its own loans, and be-

cause this authority eliminates some of the safeguards

and checks and balances which prevail when a holder of

a loan must be accountable to an independent guarantor

or insureT of the loans, does the Association see the need
for special monitoring by the Department of Education oT
other federal agency to protect against emergence of .prob-
lems associated with the fact that the Asséciation will be:
accountable only to- itself as both the holder and insurer
of some loans? U LT - C e :

17
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(3) How will the Association pay default claims to itself,
and what is the likelihood that losses not reimbursed
by the fedzral government will have a negative impact
on the Association's financial capability to provide an
effective secondary market?

Looking forward to a response at the earliest practicahle

date, ] ar
ol

Jennings Randolph
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September 16, 1981

The Honorable Jennings Randolph
United States Senate
Washington, D.C. 20510

Dear Senator Randolph:

Thank you for your letters of August 7, August 21 and
August 24 concerning questions raised by certain organizations and
individuals relating to the new authorities granted to the Student
Loan Marketing Association (Sallie Mae) under the Education
Amendments of 1980 and the Postsecondary Student Assistance
Amendments of 1981,

As you are aware, Sallie Mae was created by the 1972
amendments to the Higher Education Act of 1965 as a privately owned,
for-profit corporation to be a secondary market for the Guaranteed
Student Loan Program (GSLP). Subseguent legislation, including the
two acts cited ‘above, have broadened Sallie Mae's role to include,
among other things, acting as a secondary market for Health
Education Assistance Loans (HEAL), acting as a direct originator of
GSLP loans under certain emergency situations, and providing loan
consolidation for GSLF, HEAL, .and NDSL loans for qualifying students.

{ .- Before responding to the individual questions raised in .
your letters, I should like.to note that Sallie Mae is governed by a ~

elected as a class by shareholders which are educational .
institutions, seven are elected as a class by shareholders which are
financial institutions, and seven are appointed by the President of
the United States to represent: the public interest., The .President
also chooses the Chairman of the corporation from . among the :
. twenty-one members., - Sallie Mae's current Board has/ four members who
represent states that have a student loan:guarantee!agency and a
-.lending .authority. The four are: E. T. Dunlap, Chancellor of the
Oklahoma State Regents for Higher Education and also Chairman of
Sallie Mae's Board; Teresa P. Hughes, Assemblywoman, California

- - State Legislature; William Arceneaux, Commissioner of Higher

- Education’ for the State of Louisiana; and Ronald J. Jursa, Interim
Associate, Superintendent for Postsecondary Education, Michigan
Department of Education. The continuing advice and counsel
furnished to the corporation by these members concerning the special
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needs and interests of state lending and guarantee agencies have
been extremely helpful to the corporation in planning and
implementing its ongoing activities. The valuable input provided by
these members, along with the recognition by the corporation that
the role intended for state agencies is primary and integral to the
continued success of the GSLP, have and will continue to agsure that
Sallie Mae's policies are designed to support and enlarge, rather
than diminish, the activities of such agencies. It has been and
will continue to be Sallie Mae's desire to limit its activities to a
supporting and supplementary role in those areas where it shares
overlapping authorities with state agencies. Accordingly, we would
expect to utilize these dually shared authorities only in situations
where an agency is unable to meet the needs of student borrowers.

With respect to the general question raised in your letter
of August 7 concerning Sallie Mae's emerging role in the GSLP as a
result of the recent legislative authorities relative to GSLP
origination, guaranteeing, and insuring, I should note that in
keeping with the above desire, these authorities are viewed as
primarily contingent and supplementary in nature, to be implemented
only as required by the changing needs of the GSLP and student
borrowers. The corporation expects its primary role to continue to
be that of a secondary market maker and consolidator of guaranteed
student loans. oOne area of the recent legislation which sallie Mae
does view as vitally important ls the provision clarifying sallie
Mae's ability to invest in student loan revenue bonds. Sallie Mae's
ability to purchase these bonds would benerit more than twenty
states who are currently dependent on this form of financing.
Accordingly, the corporation expects to pursue such investments
actively as soon as certain tax-related issues can be settled.

There are currently no plans to invest in non-insured
student loans. It is our assumption that these loans would only be
originated by financial or educational institutions at such time as
there are insufficient funds or legislative authority to provide
adequate credit to students under existing federal or state

rograms =ing €sséntial to provide access
to higher education to qualified students, Sallie Mae will assess
the role it should play in providing a secondary market for such

loans at that time. -

The following questions were raised in your letter of-
August 21, 1981. o

"{1) Does the express desire of the Association to engage in
essentially all.functions related to the Guaranteed sStudent
A%

D
<

e,
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Loan Program and to conduct activities with respect to
non-Federal programs reflect an assessment of the Association
that future volume and profitability of the Association's
secondary market program will not be adequate to assure
success of the Association without new ventures?”

No. AS hoted above, Sallie Mae supported the recent
expansion of its permitted activities based upon its recognition of
a need to be responsive to lender and student borrower needs in a
changing GSLP and financial environment. Although future amendments
to the GSLP could rndoubtedly reduce 5allie Mae's current levels of

‘loan purchase, warehousing advance and commitment activity, we

believe our primary role will continue to be that of.a secondary
market. The additional authorities granted by the recent amendments
are viewed by the corporation as additional tools which will be
available if necessary to fill urgent student credit nesZs and to

provide timely support for the various delivery methods supporting
student credit.

"(2) 1Is the availability of loans for purchase by the Association
at a price which is profitable to the Assocliation becoming
more limited? In what way?"

We do not believe so. It is estimated that a total of $18
billior in GSLP loans will be outstanding at the fiscal year
ending September 30, 198l1. A total of $11 billion of such
loans .were cutstanding at the end of the previous fiscal
year. As a consequence of this program growtn, Sallie Mae's
purchases of loans during 1981 have been at record levels.

-Although this level of activity has at times put some strain
on our resources, particularly our servicing capacity, we have
_been able to meet lenders' needs in a timely way and at prices
we believe to be profitable to both Sallie Mae and lenders.

"(3) Will the funds borrowed from the Federal Financing Bank be
used by the Association for its activities with respect to
loans which are not originated under any Federal proqram?”

It is not our current plan to do So, with the possible
exception of student loans which are guaranteed by some states and
private non-profit agencies but which ars not covered under the
GSLP. An example of this type of loan are those gquaranteed by the
state of New York and made available to students who are not
otherwise qualified for GSLP loans. :

21
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"{4) 1In view of the likelihood tha%t funds can be borrowed at a )
lower rate of interest for insured loans than for uninsured
loans, will the Association borrow separately for uninsured
loans, or will combined borrowing for both insured and
uninsured loans result in a higher cost of money for the
Association and a corresponding reduction in price which the
Association will be willing and able to pay in purchasing
gquaranteed student loans?" :

As noted above, Sallie Mae has no expectation of owning
uninsured loans at this time. Should Sallie Mae at some point in
the future undertake such purchases, it is unclear what impact such
activities will have on its financing costs since these costs are
primarily a function of current market perceptions of_the )
corporation’s earning power, management and creditworthiness. With
respect to the effect such purchases might have on the price paid
for insured loans, we would in general expect to pay more for
guaranteed student loans than for loans which are not guaranteed.
As a result, we do not believe that lenders making insured loans
will, in effect, be required to subsidize lenders making uninsured
loans should Sallie Mae begin purchasing uninsured loans.

Wwith respect to questions (5), (6) and (7) of your
August 7 letter, a loan consolidation pilot program designed to test
the delivery mechanism and controls for this activity will commence
this month. Although development of this program was essentially
completed earlier this year, implementation had been held up
awaiting final review and approval by the Department of Education,
which was received last week. Since the response by the initial
test group of 5,000 borrowers has not yet been received, it is too
early to comment on the effectiveness of this program.

The following guestions were contained in your letter of
August 24, 1981. ’

"(l1) How will the Association assure that the long-range financial
viability of the organization is not impaired by holding loans
which are not insured?"

At such time as the corporation considers owning such
loans, appropriate credit and pricing standards and controls will be
developed to protect the corpcration. While such standards and
controls cennot, of course, provide the financial safety of a
guarantee, we '.¢ileye that their use, along with Othq! prudent
business practices which might be applied, will help to assure



O

ERIC

Aruitoxt provided by Eic:

18

Sallie Mae's continued viability. 1In this general regard, Sallie
Mae has always strived to conduct its activities on a sound business
basis. Any activity involving non-insured loans would be structured
on similar principles designed to limit Sallie Mae's potential
financial exposure.

"(2) In becoming an originator of guaranteed loans has the
Association experienced any unforseen difficulties, or has the

;u“”' secondary market program suffered in any way as the
Association directed its attention to origination of loans?"

The corporation has not yet been called upon by the
Secretary of Education or.a state agency to originate student loans
under the emergency provisions of Section 439(q). As indicated

‘1§bove, we have just now begun the process of originating loans under
the loan consolidation program. To date, this latter activity has

not adversely impacted Sallie Mae's existing secondary market
activities as we have been able to hire additional qualified staff
needed to perform this function. It is expected that additional
st2ff would also be available if Sallie Mae were called upon to
implement an emergency loan program under Section 439(q).

"{3) 1In view of the fact that the ASsociation, which is a
profit-making organization, has been granted authority to
insure or guarantee loans under the Guaranteed Student Loan
Program, would the Association favor an amendment which would
permit other guarantors of student loans to operate as profit
making organizations?”

It should be noted that the authority granted to Sallie
Mae is limited, except with respect to consolidation loans, to
responding to a request of the Secretary of Education in situations
where no other guarantor can or will provide needed insurance. To
date, the Secretary has not called upon Sallie Mae to perform this
function nor is there any expectation that any such request will be
made in the near future. In addition, there are no current plans or

" .intentions on the part of Sallie Mae to requcst authorization from

the Secretary to guarantee consolidation loans. We have no view at
this time as to the propriety or utility of authorizing other
entities to provide guarantees under similar -circumstances, whether
or not the entity is a profit-making organization. However, I have
no reason to believe at this time that Sallie Mae would oppose the
granting of a similar authority to such organizations.
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"(4) 1In view of the fact that the Association is being granted
authority to guarantee its own loans, and because this
authority eliminates some of the safeguards and checks and
balances which prevail when a holder of a loan must be
accountable to an independent guarantor or insurer of the
loans, does ‘the Association see the need for special
monitoring by the Department of Education or other federal
agency to protect against emergence of problems associated
with the fact that the Association will be accountable only to
itself as both the holder and insurer of some loans?"

Based upon our understanding of the recent legislation,

" loans which might be made by Sallie Mae under the emergency

provisions of Section 439(g) would be insured either by the federal
government (if the state is not served by a state agency or
non-profit insurer) or by a state agency or private non-profit

. insurer operating in the state, (Consolidation loans authorized

under Section 439(o) of the ict may be insured either by the federal
government, a state agency or private non-profit insurer or, .as you
have noted, by Sallie Mae itself under agreements with the
Secretary. 1In this latter case, the situation would be no different
than in cases where currently a state agency or private non-profit-
agency may provide for both a direct lender and a guarantee
authority. 1In these cases, so far as we know, appropriate and
adequate steps have been taken to assure the integrity of the
separate lending and guarantee functjons without the need for

extraordinary monitoring by either the Department of Education or
any other federal agency. )

*{5) How will the Association pay default claims to itself, and
what is the likelihood that losses not reimbursed by the
federal government will have a negative impact on the
.ssociation's financial capability to provide an effective
sacondary market?"

As is suggested by the answer to the previous gquestion,
claims will be paid on the basis of an independent determination of
insurance liability. Wwhila we would, of course, expect that such
claims would qualify for federal reinsurance under agreements with
the Secretary, our corporation would not undertake any program of
loan insurance unless we were first satisfied ttat such a program
could be structured and conducted on a sound financial basis
consistent with both the promotion of the Consolidation Loan Program
and our general secondary market activities.
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1 trust that the above information has been responsive to .
your inguiries.  Please do not hesitate to contact me if 1 can be of

any further assistance,
Very Aruly yours, '

"Ed:ard A. Fox
President

cc: Mrs., Birdie Kyle
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September 15, 1981

ir. Edward A. Fox

President
Student Loan Marketing Assonciation
1050 Thomas Jefferson Stree!, N. W. '

*Washington, D. . 20007

Dear Mr. Fox:

- This letter is in furtherance of my previous correspondence
with yYou concerning questions that have been raised in regard to
the expanded role granted to the Association during the Reconcilia-
tion process, It will be most appreciated if you will furnish me
with 2 detailed response to the following:
(1) vhat volume of loans does the Association expect to
originate during the next 12 months? The next 5 years?

(2) t¥hat volume of loans does the Association expect to
guarantee during the next 12 months? The next § years?

(3) ¥hat volume of retenue bonds does the Association ex-
pect to underwrite during the next 12 months? The next
five years? o

(4) What are the terms, including price, according to which
i the Association currently is offering to purchase guaran-
teed student loans, and according to what terms,  includ-
ing price, does the Association expect. to purchase non-
insured loans? B

(5) In what ways, if any, will lenders experience an improved
secondary market as a result of any of the new authority
for the Association? C

(6) 1In view of the increasingly broad authority for the
Association to engage in virtually all functions with.
respect to the Guaranteed Student Loan Program, to de-
velop and participate in program$ not authorized by the
Congress or sponsored by the Federal government, to
underwrite revenue bonds, to originate loans, and to s
engage in virtually any activities which the Association's
Board determines to be supportive of the credit neceds of
students, how can the Congress be assured that activities
of the Association will .-be consistent with sound publi
policies and goals acceptable to the Congress? | g

Looking forward to : he ie . e,
an £ rd to & resP?"%f at the ear11$st practicable date, .

i

- o ' Trﬁly, ‘

Jcnningé Eundb]ph
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october 5, 1981

The Honorable Jénnings Randolph
United States Senate
Wwashington, D.C. 20510

Dear Senator Randclph:

Thank you for the oppoitunity to respond -to the
additional questions raised in your letter of September 15,
1981. .

1. our current forecast estimates that approximately
$300 million in lozn consolidations will be undertaken by Sallie
Mae in 1982. ' As was stated in response to one of your earlier
questions, we are currently undertaking a pilot program and our
experience under this program will give us a better means of
estimating future volume. The difficulty in forecasting is
increased because there is no existing data base which provides
us with adequate information relative to total student indebted-
ness. We currently do not anticipate originating loans during
the next twelve months under any other program. Because of ’
potential changes to the underlying programs and the lack of
meaningful data, we are unable to make any definitive forecast
beyond 1982.

e 2. The corporation has no expectation of guaranteeing
any loans during 1982. Because of the contingent nature of this
authority, which would require an emergency situation for its’
use, we are unable to speculate as to future plans. As mentioned
in-our previous response, Sallie Mae at some point may request

of the Secretary the right to guarantee loans originated by
Sallie Mae in a consolidation process. There is no such request
pending or contemplated at this time. '

3.  The corporation does not have any current plan to
become a revenue bond underwriter in .the foreseeable future. '
However, if future conditions indicate that Sallie Mae could’
provide an attractive service to states at a competitive cost,
thereby reducing states' costs of operation, then Sallie Mae
will consider. establishment of such an operation. Recently,
the Administration indicated that. it will propose legislation
_that could limit or cancel the authority of states to igsue

L e
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revenue bonds for housing, industrial development and student
loans, among other things. Such action by the Congress would

render this question relatjve to Sallie Mae's authorities to be
moot.

4. Generally speaking, a portfclio in which the average
student indebtedness jis approximately $4200 qualifies for a par
purchase by sallie Mae. Because of the large number of variables
that are built into the pricing model, no two portfolios offered
for sale will price the same. During the past few years, nearly
&ll of our portfolio purchases have been at par as users of our
programs have accumulated portfolios, primarily of graduating
seniors, that meet our requirements for a par purchase. Since
the corporatjon has never purchased non-insured loans, has no
intention to do so in the near future, and has no idea of what
the characteristics of such loans might be, we cannot anticipate
the value of those loans to Sallie Mae, and therefore the price,
at this time.

5. As stated in our previous response, the major thrust
of the legislation in the Omnibus Budget Reconciliation Act of
1981 was to provide sallie Mae with contingent and supplementary
authority to be implemented only in emergency situations and
as required by the changing needs of the GSLP and student credit
needs. However, we do believe that the authority to purchase
revenue bonds from states could have a very positive benefit on
the more than twenty states that finance lender~of-last-resort
and secondary market programs through the sale of revenue bonds.
Currently these markets are in disarray and many states are having
difficulty in raising capital to support these worthwhile programs.

. 6. Sallie Mae was chartered by the 1972 amendments to
the Higher Education Act of 1965, is subject to oversight by the
Congress and, by law, is required to file an annual report of
its activities to the Congress. Sallie Mae's enabling legislation
also has given specific oversight and approval authorities relative
to Sallie Mae to the Secretary of the Treasury and the Secretary
of Education. Also, under statute, the President of the United
States appoints seven members to the Board of Directors and desig-
nates the Chairman of the Board of Directors, which group has
oversight of the policy of the corporation. Specific legislation
relative to Sallie Mae during the past nine years, with supportive
instruction and commentary in the accompanying reports, has created
a clear mandate for the corporation in support of student financial
aid in general, and the GSLP in particular. The Board of Directors
and the management of the corporation, mindful of the legislative
and executive branch oversight, are aware that the corporatjon is
-both responsible and accountable for its actions. We believe that
Congress in its wisdom has put in place a series of responsibilities
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and controls which assure that Sallie Mae, as a private, for-
profit entity, will function as a financially sound credit
intermediary which is cognizant of the needs of the student
population it serves.

Please let me know if I can be of any further assistance.

Very truly yours,
<fizllh’7~—s—~l7‘2':?1r2:

Edward A. Fox,
President

cc: Mrs. Birdie Kyle
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Congressional Research Service
The Library of Congress

Washington. DC. 20540
Dacexber 9, 1981
TO t Honorsble Jennings Rendolph
Attention: B. Kylas
FROM t David Osuan

Anslyst in Education
Educstion and Public Welfars Divisicn

v

SUBJECT : Probsble Consequences If the Studant Loan Markating Associstion

. (Sallie Mae) ' is Unabls to Market itas Debt Obligations in ths

Public Market

The Student Loan Marketing Association (Ssllie Mae) is & privats cbrporl-
tion chartered by the Congrass in 1972 to provide liquidity to financisl insti~
tutions participsting in the Guarsntaad Studant Losn (GSL) program. Ssllis Mas
currently provides liquidity to GSL landars in two principsl ways: (1) through
purchases of GSLs from lenders' portfolios, snd (2) through "warshousing sd-
vances™ (losna) to lenders, uasing lender GSLs as collstersl for funds to
make additional student losns. Sallis Mas's function ss s sscondary markst for
ths GSL program slso sssists Ststas in ths marketing of State bonda for atudsnt
losns by pro#iding the guarantas of s “taksout.” 1/ This taksout guarantas
is nscssssry in some Statas for the bond fsaus to gat an investor gradas rating.

As of September 30, 1981, Sallis Mss raportad program asssts of spproxi~
mstely $4.3 billfon: $1.8 billion 4in GSLs purchsssd and $2.5 billion in ware~

housing sdvances. Sinct 1974, Sallis Mas has funded its operations primarily

1/ REsssntislly, s “taksout” is the asla of a bond obligation of ons
party to a sacond party who sgress to sassums ths obligstions of ths bond con~
tract, for a fas.
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‘rom the asle of debt obligationa to tha Federsl Financing Bank (FFB). 2/

.0 March 1981, Sallie Mae entered into 8n agreement with the FFB, the Secretary
yf the Tressury, and the Secretary of Education to cease using FFB funds aa of
ieptgmber- 30, 1982, or when the aggregate total of auch FFB borrowing reached
35 billiop, whichever occured first. At this time, Sallie Mae glso agreed to
»egin borrowing in the pubiic market without benefit of Federal guarantesa.

As of December 9,.1981, Sallie Mae had "drawn down" approximataly $4.6 bil-
lion of 1ta $5 billion FFB credit-line, with the remaining $400 million expected
10 be used by early 1982, Sallie Mse has also been selling ahort-term discount
10tes 83 & ;econdary source of vorkiné capital since May 1981. Since May, the
jollar amounts of such notes outstanding generally hsa rsnged from .bou":. ‘3100

to §450 million.

Debt Obligations Problem

To repllcnj,b'grl;oving from the FFB as ita major source of working capital,
Sallie Mae ph’ﬂ.ned to sell intermediate term bonds (approximately 5 to 7 .years
to maturity) beginning the firat week in December, 1981. As final preparations
were undervway for the intital bond offering, & queation arose concerning the
priority of Federal debt over debt owed to other craditora.

According to Sallie Mae, an amendment to its suthorizing legislation made
by the Omnibus Budget Reconciliation Act of 1981 (Public Law 97-35) waived ihe
Federal priority 1f Sallie Mae were to 'u'uk s voluntary liquidation under tha

Fedsral bankruptcy atatutes. However, thia Reconcilation amendment failed,

2/ Sallie Mae was initially funded 1n 1972 through commercial bank linaa of
credit, tha sale of short-term debt obligstions, and the procesda from the aale-
of common atock to financial snd educational inatitutions. At the prassnt time,
the majority of Sallie Mae'a working capital 1a from its FFB borrowings, supple~
mentad by the sale of ahort ters (15-30 day) diacount motas and the use of re~
tained-earnings. ’
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spparently, to resolve the Fedsrsl priority problem if Ssllie Mae, or its credi-
tors, were to geek relief in case of financisl distress by any other means than
voluntary liquidation. Thus, if Sallie Mae evar were to be rcorganized, or

placed in receivership or assigmment for the benefit of creditors, the United

States might hsve an absolute priority for Sallie Mae's asaets, with the claims

of gther creditors relegated to a secondary position.

Sallie Maz believes that itg proposed intermediate bond offeringa are un-
marketable until this question of the priozrity of Fedefal debt ia clesrly re-
solved in a manner which places all sallie Mae debt obligations on gn equal
footing under all possible bankruptcy arrangements. (In the time svailable for
this response, we have been unable to vbjectively verify this claim.) In an
sffort to resolve this problem, an amendment was accepted on November 20, 1981
during House debate on the Older Ameticana Act Amendments of 1981 (H.R. 3046).
A copy of this amendment and subc:quent House floor debate is included as
Attachment A.

Probable Consequencas if Ssliie Mae 1a Unable to Publicly Market Its Debt
Obligations

The centrsl concern of this memorandum is the question, “"what would be

the probable consequences if Sallie Mae were unable to carket its debt obli-
gations in the public market?" 1In order to address this question, the follow-
ing sssumptions sre made:
—Salliz Mae's presentation of the facts in this matter
is essentially correct (i.e., there really is a gerious

problem that makes a potential bond offering impossible
to sell in the public market), 3/ and

. g/ As noted esrlier, we have been unable to verify the correctness of this
claim. It muat be emphasized that this is simply an assumption, upon which the
remaining discussion dcpends.
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—-The Resgsn Administrstion through the FFB will not rescue
Sallie Mae through the extension of sdditional FFB credit
above the $5 billion ceiling now in plsce.
The psrsgrsphs which follow discuss such probable consequences for three cute-'
gories of affected parties— Sallie Mae, student borrowers, lenders and Stste

'suuruntors——endfng with a short discussion of the overall meaning for the GSL

program. in: .

1. Probable Consequences for Sallie Mse

Sallie Mae contends that the inability to sell its intermediate bond offer—
ings in the nasr term 'sould lead to & depletion of its working capitsl esrly iu
calendsr year }982. Without working cspitsl, Sallie Mae's purchasing and vare=
housing of GSL's would come to & halt, snd it would no longer be sble to provide
a tskeout guarsntee to States for their bond issues.. It 1s also likely thst
Sallie Mae would mot be able to meet all takeout coumitments already nade 1f
thér. were ‘a heavy demand for Sallie Mae to honor these prioxr agreementss

The inability of Ssllie Mse toé rsise working cuﬁztul through the bond
market could slso have a "ripple” effect on its ability to Taise extensive
lddition-l capital via discount notes. Sallie Mae would continue to Teceive
a rciurn on the assets it alresdy holdi, but the amount of this return vould
be insufficient for Sallie Mae to nee; its oblig-tion;-

Iﬁ short, the inability of Sallie Mae to raise working cspital through
the -bond markets probably would ;e-ult in a severe cash flow prqblém which
would lesve é-ilxe Mae unsble to perform its function as the nyjor lecoqd-ry

" market for the GSL programs.

2. Probsble Con-equence- for GSL Student Borrowers
1f Sallie Mae ware unable to provide 11quidity to GSL lenders, many stu-
'vdentl-loohihg to borrow GSL funds probably would find & ’tightqning' Qupply

of GSL funds, possibly leading t6 the total unavailgbility of GSLs in scme -

1 b
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States. As discusssd lufthar in ths succesding psragraphs, the insbility of‘,u—“
Snilic Mae to provide IQnderl s secondary mnarket for GSLs probnﬁly vouldAv
limit the supply of funds svailable to potential student borrowers in s nunh;t
of States in at least two ways:

(1) As lendera committed that portion of their totsl losn port-
folios allocated to GSLs, students arriving "lste” could find
no loan funds left for them.
(2) As lendera who use Sallie Mae to sell or warehouse student
loans assess the prospect of having to hold GSL's for thair
entire term, some lenders seem likely to cut back on their
conmitment to the program while others way drop out of par-
ticipation altogether.
Although students in some States would not be as severely affected aa in others
due to wide variations among the States in the relative use of Sallie Mae st the
present time, there seems little doubt that over a longer period of time moat
students seeking GSL assistance could be negatively sffected by s nitioﬁul
“deteriorstion” in the GSL program.

3. Probable Consequences . for GSL Lenders and State Guarantors

For financial insitutions who use Sallie Mae, the inability to either sell
or warehouse their GSL's prcbably would racult in a eignificant decrease in the
volume and amounts of GSLs that such lenders would be willing or sble to handle.
Faced with the prospects of 1111quidi;y in their GSL portfolios, s number of
these ienders might well determine that meking more long-tarm GSL's to hold to
maturity is not profitsble snd, thus, cesse naw losn sctivity.

At the State level, s minority of Stuie Guarsntee Agencies which currently
have relatively few denlingi with Sallis Mae might not be immedistsly sffectsd
by Sallis Mae's insbility to make or honor tekeout commitments on State bond
issues for student losns. In s number of Ststes, howevsr, such sn inability
to honor axisting, or mske new tsakeout comnitments probsbly would -lun‘thlt

"such State ‘bond issues would lose (or nét'initiully‘obtiin)‘l bond rating high

. 'y 12-675 0 - 83 - 3
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enough to attract sufficient numbers of inveators. In turn, such a failure
to raise State bond revenue would impair the operations of sffected State
Guarantee A3jencies.

4. Probable Consequences for the GSL Program

. In discussing the prospect of Sallie Mae not being able to effectively
function as a secondary market for the GSL program, one State head of a GSL‘
program termed the frospect "catastrophic” while snother indicated that the
permanent shutdown of Sallie Mae would have "a very severe impact on the
availability of GSL loans nationally.”

In the short run, it seems probable that a minority of States in which
Sallie Mae does Dot play a large role might be little affected by the absence
of s functional Sallie Mae. Over the long term, however, it would apﬁe-; un=
1ikely that the GSL program could remain a major, national option fbr students
looking for poatseccndary student financial assistance if Sallie Mae did “collapse”

and was not replaced by another agency to perform ite functions.
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8716 . — \

ttee staff and the staff of the

aman Resources 'Subcommittee.

Mr, Chalrman, mwy amendment
ould strengthen the Older Americans
ct and the ombudsman program, and
urge [ts adoption, -

Mr. DENARDIS. Mr, C!n!rmug'm
he gentleman yleld?

D;r. RINALDO. I would be pleued
o yleld,
(Mr. DINARDIS asked md was
given permission to r'mc And extend
his remarks) .

Mr. DLNA.RD!S nddnsxed the Com-
mittee, His remarks will appear here-
after In the Extensions of Remarks..

Mr. RINALDO. Mr, Chalrman, I
thank the genUeman for his support
rd note that I ven munb npprcchu

The CHAIRMAN. 'l'he que:Uon uon
-the amendment offered by the gentle-
man from New Jersey (Mr. RINALDO).
The amendment was agreéd to,

AMINDMINT OFFYTRED BT MR. KXLINBORN
Mr, ERLENBORN, Mr, Chalrman, T
offer an hmendment, L.

The Clerk read as follows . | 'i

Amendment offesed by Mr. EaLononn:
hu 19, l!l-rl un- n. Imen lhl lnl.lnwln‘

', ADOITIONAL TECHNICAL AMEFEMINT

Bxc., 31. Section 43K1) of the Higher Edu-
cslon Act of 1963 [s amended by sdding at
the end thereo!f the following new sehience:
=The priority established io favor of the
TUnited States by section 3468 of the Revised
Statutes (31 DEC. 191) lhll:l nnl apply to
lndeblednm of the Associaf

o S O 1800 ° :
The . 'rhe gentleman
from Ilinots (Mr. nu:mou) l- ncoz‘
nized for S minutes, .. :

Mr. ERLENBORN uled md “waa
given permission to nvise and extend
Nl remarks.) ~a i .

Mr, ERLEISBORN, Mr. Chalrman,
l.hh imendment 1s & minor technical
amendment to the Higher Education
Act relating to the Student Loan
Market Assoclation (Sallle Mae). This

.amendment” clarifies the ststus of

Sallie Mae debt In the evert of Uquida-
tion or other reorganization under the
Bankruptcy Code and corrects a tech-
nical error made during the Omnlbul

Reconclliation Act, .- -y
Sallje Mae Is a ledenny chuun-a
corporation in existence since 1872
charged with providing liquldity to f1-
fal ostf participating o

the guaranteed student loan program.

Ballle Mae from an entity totally fl-
panced through Federal Financ
Bank (FFB) bo toone financed
through the public market. Through
Beptember 30, 1932, Sallle Mae will
borrow over ‘5000000000 through
the FFB. In March 1§81, with the
sirong I\IDDO!'. of lhe Admlnlstnuon.
Sallfe Mae pgreed with the FFA, the
Seueunollhe‘henunm the Beo-
retary of Education to begin borro'
ku in the pubuc market. In May of
this yesr, Ballle Mae began offering
o S )
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nonguaranteed dlscount notes directly
mz:uig selected securitles dealers,

duced, Exllle Mae discovered s 1707
bankruptcy statute that gave lhe U8,
Government first priority for all debts
owing It. The effect of this provision,

found at 31 U.B.C. 191, & to subord!- all of

pate all Sallle Mse's public horrowlnx
to the dedbt owed the FFB. As g result
of this provision, Sallle Hu feared
there would be no market (or thelr

.nonguaranteed notes. -:

To address thh unrnvonhle sltun-
tlon, Congress amended the Higher
Educulcn Act during reconcliation, to
provide that In the event of liquida.
tion, Ballle Mae's property would be
distributed sccording to the usual pri.
orities established under the Bank.
ruptcy Code. The amendment fafled to
address whst priorities would be utl.
lized in the event of a reorganization
or other remedy for the benefit of
creditors, whether under lhe Bmk
ruptcy Code or othersise. -

My technical nmendmenl 'ould
clarify the status of Sallle Mae debt
and considerably ease ita entry into
the public marketplace. . .... .

Mr. FORD of Michigan, Mr, Chn!rs

marn, I morve to strike u:e n:qumte
umbe.r of worda, -...

(Mr. FORD of Mlcb!nn uled and
was given permission to revise and
extend his remarks) -

Mr. FORD of Michigan. Mr. Chair
man, I rise in support ol the gentle-
man’s amendment,

1 would simply llke to lndluu that -

the amendment correcls an error in
something that we did virtually by

unanimous consent earller mu yeu’ln X

the reconcliiation procesa, -
The gentleman’s amendment {nsures
that Sallle Mae may continue to funo-
tion as a private sector entity and be
able to flonance lu need.l ln the publlc
marketa
The Reconcmltlon Act lmendment.
which was Intended to correct the situ.
atlon, falled to provide any certainty
cn the priorities in the case of reorgs-
nization or other such remedies for
the bdenefit of creditors, whether
under the bankrupicy code or other
statutes. Because of this uncertainty,
Sallle Mae effectively has been denled
access o the public marketa, which it
was Intended to use. This amendment
merely clarifies the situation and the
intent of the Higher Education Act.
@& Mr. EIMON. Mr. Chalrman, I rise
aupport of the amendment oOffered by
my colleague, Jorw Earzmaoan of i
pola. The amendment 13 technical lo
nature and 1a designed to correct an
errot in the amendments affecting the
Student Loan .Mgrket Assocliation
(Sallle Mae) which are included in the
Omnibus Budget Reconclitstion Act of
1981 (Public Law 97-33), The Ballle
Mae amendments, 'hlch 'ere SUD-
ported by the administral and my -
colleagues on both sides ol lhe alsle,
were lnunded to assist Sallle Mae o
fulfilling its original purpase—to enter
the public borTowing market And ceasy

Novernx, o, .

“borroxing from the Federal Financing
Bank (FFB). The amendments were
defective because they falled to take
into account an obscure bankruptey -
statute which gives the US. Govern-
ment first priority tor debts owed to it.
The pncucu effect &3 to subordinate
Sallie Mae's public borrowing to
the debls owed the FFB. Unless the
amendment oﬂered by Mr, Exurvsosn
4 adopled, Sallie Mae will be denled
access to public debt markets and will -
continue to be dependent upon F’FB
borrowing. .. .,

Buueuuhmlntelnlmdmen- .
tial pert of the federally insured stu- -
dent Joan system. Without Ballie
Mae's secondary market and ware- .
housing capabdility, many small and .-
medium tize banks would not particl- “.»
pate In theé guaranteed student loan”
progran. In small citles and ruml
areas ke my district in aouthern Ill- .
nols, no Ballie Mae means NO guAran-
teed student loans which means no
wue{e education lor nuny young

people. - [ -

8Birce Connes: clelrly lnlcnded for
8allle Mae to function as a private cor-
poration and to finance ils needs
through the public debt market, adop-
tion of this amendment 13 essentlal T
urge my colleagues o support lhe n-
lenborn amendment.®

The CHAIRMAN, The quutlon u nn
the amendment offered by the .enup
man from Nlinols (Mr. ExLrvsorx),
The amendment Was agreed ta. ., -

AMINDMENT OFYDALD AT M3. OARAR ..«

Ms. OAKAR. Mr. Chhlrmln. T offer
an amendment.

The Clerk read as foliowx . -

Amendment offered by Ms. oun. L
10, line 20, strike out “(17)" gnd tsert tn
Ueu thereof ~(18)°. .

irike out ~and” and
Page 11, line 3, atrike out “and”
that folloss through the end of such lna,. -
Page 1), after line 3. insert the lnnnﬂzl:
*(17) provide aasurances \hat, if s substan- |
ilal number of the older individuals mmu
io any planning and servios area & tha
State are of lmited Englisb-apeaking ablli-
ty, then the State will require the ares
ntnv:y on aging lnr ul:h nlr.h nhnnln(

Area—

"(A) o utllise, h t.ht deuvtrr of mm-ud:
services under section 308(A(2XA), the pere.
ices of workers who are fiuent in the
guage spoken by & predominant humber of
such older lndlvld:‘nul:’_'.l:‘% are of Umited

spesking al ERETR
n::m %o an individual y
by the area ageney oh azing. or Avallable 10
such ares agency ob azing oo & full-time
baals, shose responsibllities I‘l.ll muun._ .
~*(1) taking nm: uunn a3 may be appro-
priate 1o assure that counseling amistance &
made avaliable W lu:h older fodividuals *
who are of Limited Enslish abllity
0 order o asslst such older fodividuala |

and ‘D.
:hunuunwlhhl‘ﬁ:liﬂh‘. N

STt e

te ot d
kmmwmmw, e
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STUDENT LOAN MARKETING ASSOCIATION

DISCOUNT NOTES

Note: Thia Report contains financial information with respect to Sallie Mae for the fiscal year
ended December 31, 1980 which should be read in conjunction with Sallie Mae's quarterly reports
for fiscal quarters subsequent to December 31, 1980, Copies of such quarterly reports can be
obtained, when available, by writing to the Corporate Finance Department of Sallie Mae at 1050 -
Thomas Jefferson Street. N.W., Washington, D.C. 20007. The Notes referred to herein are not
required to be registered under the Securities Act of 1933, Accordingly, no registration statement
has been filed with respect to the Notes with the Securities and Exchange Commission. Sallie -
Mae Is not subject to the periodic reporting requirements of the Securities Exchange Actof 1934.

May 1, 1981
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o SUMMARY

The Student Loan Marketing Association (“Sallie Mae”) is a private corporation established in
1972 by an Act of Congress to provide liquidity for ﬁnaneia{ and educational institutions and other
lenders engaged in the Federal Guaranteed Student Loan Program (“GSLP"). Sallie Mae has broad
statutory authority to provide liquidity for lenders engaged in the GSLP, primarily through
providing a secondary market for insured student loans and engaging in warehousing activities
relating to such loans. See “Business and Operations”.

Loans originated under the GSLP are either insured by the United States or made pursuant to
student loan guarantee programs of states or non-sroﬁt private agencies operating under
agreements with the Secretary of Education which provide for reinsurance by the &xiwd tates of
up t0 100%. Under the GSLP the United States pays the interest on student loans (generally 9% for
loans made after January 1, 1981 and 7% for loans made prior to that date) while the student is in
schoo! and dunnf a Erace period” following the termination of studies. The United States also pays
quarterly to the loan holders a “special allowance™ on such loans throughout their term. The special
allowance, taken together with the stated interest rate on the student loans, provides an effective
interest rate approximately equal to the average cm'ﬁlon equivalent gield of all 13-week Treasury
bills auctioned during each quarter, plus 8.5%. See “The Guaranteed Student Loan Program".

Sallie Mae obtains funds for its operations primarily from the sale of its debt obligations. In
recent years, Sallie Mae has financed its activities principally through the issuance to tﬁe Federal
Financing Bank (‘FFB") of debt obligations guaranteed by the Secretary of Education. The FFB
has agreed to lend up to a total of $5 billion to Sallie Mae prior to September 30, 1982, As of the date
of this Repon, $3.445 billion of this amount was outstanding. See “Business and Operations—

Financing'’,
Description of the Notes:

The Notes described herein are offered by Sallie Mae from time to time on a discounted basis in
bearer form with maturities of one year or less (generally not less than 30 days) in denominations of

$100,000, $150,000, $1,000,000 and $5,000,000. The Notes are not obligations of gnd are not
guaranteed by the United States. See "Discount Notes”.

Eligibility for Investment:
The Notes deacribed herein:

are acceptable as security for the deposit of public monies subject to the control of the
United States.or any of its officers;

are among thase Which, under Federal law, national banks may deal in, underwrite
and purchase for their own accounts without limitation;

are eligible as security for advances by Federal Reserve Banks:

are legal investments for any portion of the assets of Federal savings and loan
associations;

are elifible to be purchased by Federal Reserve Banks under the direction of the
Open Market Committee in their day-to-day implementation of monetary policy;

are legal investments for Federal credit unions.

For further information rggarding the eligibility of the Notes for investment, see “Discount Notes—
Eligibility for Investment”.

Offering Procedure:

The Notes are offered for sale to investors through a group of dealers selected by Sallie Mae,
Tae Federal Reserve Bank of-New York, as Clearing Agent, issues and redeems the Notes on behalf
of Sallie Mae. Dealers in the Selling Group are: The First Boston Corporation; Goldman, Sachs & Co.;
and Salomon Brothers. .

Selected Financial Data:

As of and for the years ended December 31.
(Dollars in thousands except per share amounts}
1880 1978 1978 1977 1976 -

Interestincome $ 283295 § 140.79¢ $ 64676 §$37250 § 90,035
Interest expense e 256,217 123,453 49.638 26,420 X

Net income 9.440 . 6,347 5,905 4348 g

Earning assets:

3T 1,217.058 1732.177 438051  271.854 191,118

kud»:g:un ...... . 1,421,622 707.621 413966 241469 214,019

ble .. 2720000  1,505.000 915000  B15.000 410,000

Soeidenteq fl0F  Gm2 S5 sdes 2896

Eamings per share 9.44 635 5.0 4.3 224
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STUDENT LOAN MARKETING ASSOCIATION

The Student Loan Marketing Association (“Sallie-Mae”) is a private corporation estnblished by
the 1972 amendments to the Higher Education Act of 1965, as amended (the “Act”), to provide
liquidity, primarily through secondary market and warehousing activities, for student loans made by
eligible lenders under the Federal Guaranteed .Student Loan Program (“GSLP"). The GSLP is a
program provided for by the Act and related legislation pursuant to which the United States insures,
and various states and a limited number of non-profit private agencies guarantze, loans made to
students by eligible Jenders. The United States reinsures certain loans guaranteed by states and
private agencies. See “The Guaranteed Student Loan Program”. Under the Act, Sallie Mae is
authorized to purchase, warehouse, service, sell, offer participations or pooled interests or otherwise
deal in student loans insured under the GSLP and to make commitments for any of the foregoing.
See “Business and Operations” for information as to the scope of the business activities in which

Sallie Mae is authorized to engage and for information: s to Sallie Mae's current and proposed
operations. .

Sallie Mae obtains operating funds primarily from the sale of its debt obligations. Funds cin
also be obtained from the sale of common and preferred stock. Sallie Mae receives no direct Federal
funding for its‘operations. See “Business and Operations—Financing”. .

The principal office of Sallie Mae is at 1050 Thomas Jefferson Street, N.W., Washington, D.C.
20007, and its telephone number is (202) 333-8000. ’ )

H CAPITALIZATION
The following table sets forth the capitalization of Sallie Mae;
At December 31,

J—— . R
(Dollars in thousands)

Debt: )

_ Notespayable(1) ...oouueennini e, $2.720,000

Stockholders’ equity:

Common stock. par value $16.67 per share; 1,000.002

i55Ued(2) (3) .oivnt i e 16,670
“Additional paid-in capital(2)(3) .. ves 7,195
Retained earnings ...coeeveuninnninnnrnernnnnnn vee . 21,333
Total stockholders' equity . vees .. 51,188

e | $2,771,198

(1) Consists primariiy of long-term obligations payable to the Federal Financing Bia‘nk which are

guaranteed by the Secretary of Education. See Note 4 to the Financial Statements as to interest
rates and maturities. A BT .

(2) Consists of voting common stock which may only be issued to certain types of holders specified
in the Act. See Note 5 to the Financial Statements. Sallie Mae is also authorized to issue non.
voting common and preferred stock without ownership restrictions, but none has been issued. -

(8) Adjusted for six-for-one stock split effective March 31, 1981. See Note 13 to the Financial
Statements. :
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STATEMENTS OF INCOME AND RETAINED EARNINGS

The following statements of income and retained earnings of Sallie Mae for each of the five
years in the period ended December 31, 1980 are not reported on hcrein by independent auditors. The
information includes all adjustments which Sallie Mae considers necessary for & fair presentation of
the results of operations fcr those periods. The statements of income and retained earnings should
be read in conjunction with the financial statements appearing elsewhere in this Report. ’

For the years ended December 31. I
1980 1979 1978 1977 1876
(Dollars in thousands except per share amounts)

Interest income on loans:

Insured student lcans purchased .......... $154,059 § 76,892 $37,023 821,193 812,371
Less: Net deferred income vee 6,468 1,823 1,075 136 257
Servicing costs.......vvuiiieinnnn. 10,838 5388 8,043 _ 1813 1231
Insured student loans purchased, net....... 136,733 69,681 82,805 18584 10,883
Warehousing advances . 137,843 63938 27,827 17,231 17,581
Total interest income on loans. net ............. 274,596 133,639 60,132 35815 28,464
Income from investments, principally interest... 8,699 7,155 4,544 1,435 1,571
Total interest income . ... veeeeeeeeeeeennnens 283.295 140,794 64,676 37,250 30,035
Interest @XpPensSe ... .coveeeeerscncosncnonennas 256,277 123453 49,638 26,420  23.060
Net interestinCome +..ooeeeeeeeveeeeerennens 27,018 17,341 15038 10830 6975
Other operating income........coovvuieneennen. 467 222 220 689 -

General and administrative expenses:

Salaries and employee benefits 5,905 ‘ 3,459 2,496 2,006 1,748

Other......coiiiieieennnnnn. 4,219 2,381 1,346 1,060 936
Total general and administrative ex-
B 2T 10,124 5,840 3842 3075 2,684
Income before Federal income taxes ........... 17,361 11,723 11,416 8444 4,201
Federal income taxes: ‘ )
Current ... ..cceeieeernniinnerneeneennnns 11,054 6,272 6,016 4,181 2,068
Deferred.......cocoviiiiieiiinnnninnn (8,133) (896) (505) (685) (14)
Total Federal income taxes............ 7,921 5,376 5511 4,096 2034
Netintome......ccvuvvnienneeeeeatoneennenns 9,440 6,347 5,905 4,348 2,237
Retained earnings at beginning of year......... 19,227 13880 8,600 4,502 2,265
Cash dividends ($1.33, $1.00, $.63 and $.25 per
share respectively).......coovveeneennnnnnns 1,334 1,000 625 250 —
Retained earnings atend of year............... $ 27,333 §19.227 $13.880 § 8600 § 4,502
Earningspershare.......ccevveeiieerenennnne $9.44 $6.35 _ $5.90 8435 ~ $2.24

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Sallie Mae had increased earnings in 1980 for the seventh consecutive year since beginning
operations in 1973. Net income equalled $9.4 million or $9.44 per share, a 49% increase over 1979
results. Net income of $6.3 million in 1979 represented a 7% increase over 1978, Dividends paid to
stockholders during 1980 rose to $1.33 per share, a 33% increase over 1979. Dividends of $1.00 per
share paid in 1979 represented a 60% increase over the $.63 per share paid to stockholders in 1978.
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Net income growth during the past two years occurred as a result of extremely large increases
in Sallie Mae's program assets (loans purchased and \\arehousmg advances). During 1980 program

- assets increased 83% to $2.6 billion followi inga 69% increase in 1979. Tight money market conditions

combined with the unprecedented growth in the GSLP, a result of legislative changes in recent
years, to produce these increases. These factors encouraged record use of Sallie Mae's programs by
lenders.

During 1980 net interest income increased 56% to $27.0 million following a 15% increase during
1979. These increaszes were caused entirely by the growth in earning assets mentloned above as 1980
net interest margin declined for the third vear in a row. Net interest marginis the difference between
interest income, net of servicing and other operating costs, and interest expense. Net mterest
margins for 1980, 1979 and 1978 were 1.28%, 1.46% and 2.12%, respectively.

Several factors led to this decline in net interest margm Durmg 1980 several third-party
servicing contracts were renegotiated requiring very lar ge increases in fees charged a3 a result of
inflationary pressures on the cost of these servicers’ operauons In addition, the continuing
inflationary pressures in the economy -aused managemeni to increase the assumption regarding
future rates of inflation in servicing fees used to defer income in accordance with Sallie Mae's
accounting practices. Both of these items are elements of net interest income and net interest margin
for Sallie Mae. The increase in the inflation a<sumpt|on decreased net interest income by
approximately $2.5 million in 1980.

The decline in net interest margin during 1979'was primarily the result of the ceiling in effect
during the first half of 1979 on the special allowance paid by the Federal government to all holders of
guaranteed student loans, This ceiling, subsequently removed by Congress effective July 1, 1979,
lowered Sallie Mae's 1979 net interest income by approximately $3 million.

An additional factor reducing net'interest income and margin in both years was the change to
weekly financings during 1979. Prior'to this change of strategy, Sallie Mae followed a policy of .
financing approximately one-thirteenth of its debt requirements each week with 91-day debt
obligations. While this policy served Sallie Mae well and benefitted earnings in prior years, it was
anticipated that future changes in interest rates would negate the effectiveness of this procedure.
Therefore, in mid-1979, Sallie Mae began rolling over all maturing debt cn a seven-day basis in order
to produce a much closer correlation between debt cost and earning asset rates. This change was’
largely responsible for maintaining profitability levels during recent periods of extreme interest rate
volatility. However, the change required weekly payment of interest on Sallie Mae's debt, whereas

_the prior practice provided Sallie Mae with approximately a 45-day accrual of interest payable. The

weekly interest payments and resulting smaller accrual increased borrowing requiremem.s The -
eﬂect of this change served to reduce net interest mcome by $803,000 in 1979 and $1,910,000 in 1980.

General and administrative ("G&A") expenses ha\e increased dramatzcally in response to the
rapid increase in Sallie Mae's asset size and a corresponding increase in the volume of new business
added per period. G& A expenses of $10.1 million in 1980 were 73% higher than in 1979, when such
expenses amounted to $5.8 million, a 52% increase compared with 1978. Economies of scale, however,
continue to offset the absolute dollar increase in G&A expenses. In 1978, G&A expenses represented
54% of lverage enmmg assets, while in 1979 this percentage was .49% and in 1980, .48%.

Sallie Mae's tax expense consists only of Federal i m_come taxes since the Act exempt«s it from
state and local taxes other than real property taxes. Since all of Sallie Mae's income is taxabl» for
Federal corporate income tax purposes, the rate of tax used to develop the tax expense showni ‘he
income statement is almost identical to the statutory rate legislated by Congress, which was 4676 in

"7 1980 and 1979, and 48% in 1975.
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BUSINESS AND OPERATIONS

Sallie Mae has broad statutory authority to provide liquidity to banks, educational institutions
and other lenders engaged in the GSLP in a manner which will increase the amount of funds
available for lending under the GSLP. Sallie Mae's earnings derive primarily from the difference
between (1) rates at which it is able to borrow money and (2) the effective interest rates on student
loans owned by Sallie Mae and assets evidencing advances (warehousing loans) made by Sallie Mae
to qualified lenders, net of servicing and other operating costs. Ss'lie Mae also receives fees for
committing to. purchase loans and to extend advances for future periods. In addition, Sallie Mae
derives income from the investment of funds not immediately necessary for the implementation of
Sallie Mae's programs. Sallie Mae is also authorized to sell participations or pooled interests which
are secured by Federally insured or reinsured student loans, but has not yet engaged in these
activities. S

Sallie Mae currently offers six programs designed to facilitate lender participation in the GSLP: -

L. Loan Purchase Program. Under the loan purchase program, Sallie Mae purchases

loans directly from the student loan portfolios of eligible lenders. In addition to providing 8
source of liquidity for student loans, the program enables lenders to increase portfolio
profitability by selling loans prior to repayment, thereby avoiding the costly and time-consuming
procedures of converting loans to repayment, servicing loans and collecting payments. Funds
received from the sale of student loans to Sallie Mae may be used by a lender to finance new
student loan originations or to invest in other assets. :

Sallie Mae believes that the characteristics of a guaranteed student loan reduce the risk of
loss Lo Sallie Mae on the student loans which it owns. There are several sources of payment for
student loans held by Sallie Mae: (i) the borrowers' obligations to repay; (ii) the Federal
government's or the guarantee agencies' insurance agreements which cover G2faulted loans;
(iii) the Federal reinsurance agreements with the guarantee agencies; and (iv) Sallie Mae's
contractual recourse to the sellers or servicing agents in the event that all or any part of the
insurance or guarantee proves invalid. It is the policy of Sallie Mae to purchase only those
student loans which are 100% directly insured by the United States or guaranteed by states and
non-profit agencies which have agreements with the Secretary of Education for reinsurance.
Sallie Mae has never experienced a loss as a result of a default on a student loan which it has
purchased, For & more detailed description of the GSLP and Federal reinsurance, see “The
Guaranteed Student Loan Program". o '

2. Warehousing Advance Program. Under Sallie Mae's warehousing advance program,
lenders pledge existing student loan portfolios or, under recent amendments to the Act, certain
types of marketable obligations issued or guaranteed by the United States or by an_
instrumentality thereof, as collateral for warehousing advances. Advances are made for terms
up to fifteen years at either variable or fixed rates. Proceeds from warehousing advances must
either be invested in new student loans or the lender must maintain the size of ita student loan _
portfolio at the time of a borrowing at the same level throughout the term of the advance.

Warehousing advances are fully collateralized. The amount of eollateral required is based .
upon the financial condition of the borrower and the type of security for the loan, but is never
less than 100% of the amount of the advance. Sallie Mae perfects its security interest in the
collateral by either taking possession and/or filing financing statements, &8s permitted by the
Act. :

8. Seller/Servicing Program. The seller/servicing program, initiated in Janiary 1980,
permita a lender to sell jts student loans to Sallie Mae, yet retain the servicing of the loans and
the customer contact inherent in the servicing relationship. The program galso provides Sallie
Mae with an additional source for the servicing of purchased loans. )

4. Forward Purchase Commilment Program. WUnder this program, lenders are granted
options to sell portfolios of student loans to Sallie Mae over a specified period of time. Forward
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purchase commitments are used by some state agencies issuing student loan revenue bonds,
since sales under the commitment can serve as a source of funds to repay the bonds, and thus
can assist the agency in its financing activities. Forward purchase commitmenta can also be -
significant factors in encouraging institutions to participate in the GSLP for the first time, as-
-well as e‘ncourgg.ing large financial institutions to maintain or increase their level of student loan
origination activity. . .

5. Forward Financing Commitment Program. In 1980, Sallie Mae introduced a forward
financing commitment program under which Sallie Mae commits to make a warehousing
advance at a future date, the proceeds of which will be used to finance student loans. Since
borrowers are not required to provide collateral until the funds are actually drawn down, this
program is expected to be useful to institutions participating in the GSLP for the first time.

6. Line of Credit Program. The line of credit program provides lendera with a convenient
source of borrowing at prearranged rates. Under the program, lenders, for a fee, can draw down
and repay warehousing advances, without limitation, as long as the total advances outstanding
at any time do not exceed the amount of the line.

In addition to the above described programs, Sallie Mae is authorized under the Act to provide
for a program of loan consolidation, to purchase parental loans, and to assist in financing student
loans where there is a shortage of capital, either as a direct lender or as a source of funds to eligible
state guarantee agencies or direct lenders. The loan consolidation program permits Sallie Mae to
make a new loan to a borrower for the purpose of retiring the borrower's outstanding loans if certain
criteria are met. It is not expected that this program will be operational earlier than the third quarter
of 1981. The parental loan purchase program is still under development.

Financing

Sallie Mae obtains funds for its operations primarily from the sale of its debt securities. The Act,
as amended in 1980, permits the Secretary of Education to guarantee Sallie Mae’s debt obligations,
regardless of maturity, issued prior to September 30, 1984. This guarantee has allowed Sallie Mae to
borrow from the Federal Financing Bank ("FFB") at a relatively favorable debt cost compared to
public capital markets. i

On March 9, 1981, the FFB agreed to lend to Sallie Mae, from time to time at Sallie Mae's
request, up to $5 billion, inclusive of currently outstanding obligations, during the period ending
September 30, 1982. The Secretary of Education has provided a guarantee for notes issued prior to
September 30, 1982 to the FFB for up to $5 billion outstanding at any one time. Approval from the
Secretary of the Treasury is obtained by Sallie Mae as each note is issued to the FFB. As of the date
of this Report, Sallie Mae had $3.445 billion of this amount outstanding, principally in the form of 15
year variable rate notes. Sallie Mae expects to utilize the entire $5 billion by September 30, 1982 by
issuing additional long-term variable rate notes. The variable interest rate is determined by adding ~

* .125% to the average coupon equivalent yield of all 13-week Treasury bills sold at auctions which

settled during the period between interest payment dates. For long-term notes issued to the FFB on
or after March 9, 1981, interest payments are made on a8 semi-annual basis. For long-term notes
outstanding prior to that date, interest payments are made weekly. Sallie Mae has agreed with the
FFB that in the event that its average program assets during any calendar quarter are less than the
aggregate principal amount of advances made pursuant to the commitment and outatanding at the
end of such quarter, Sallic Mae will promptly repay such part of such advances as will cause the
outatanding amount thereof not to exceed such average program assets. ’

Under the Act, Sallie Mae is authorized to issue, and the Secretary of the Treasury is authorized
to purchase, obligations of Sallie Mae. The aggregate principal amount of such obligations which
may at any tine be held by the Secretary of the Treasury is §1 billion- No part of this borrowing .
authority has ever been utilized. :
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Sallie Mae intends to continue to finance a portion of its operations through the sale of debt
obligations to the FFB through September 1982. In anticipation of the expiration of the Secretary of
Education’s authorization to guarantee Sallie Mae's obligations, Sallie Mae also intends to offer the
Notes and other non-guaranteed securities to the general public during this period. The kind of
securities, and the provisions thereof, which Sallie Mae may determine to offer to the general public

in addition to the Notes will depend, however, upon Sallie Mae's evaluation of market conditions and
the requirements of its programs from time to time.

Regulation and Reporting Requirements

The Federal government has oversight responsibilities with respect to certain aspects of Sallie
Mae’s activities. In addition, Sallie Mae enjoys certain exemptions from Federal and state Jaws. With
respect to such oversight and exemptions, the Act provides, among other things, for the following:

1. One-third of Sallie Mae's twenty-one member Board of Directors is appointed by the
President of the United States. The other fourteen members are elected by the stockholders. The
Chairman of the Board i designated by the President. -

2. Sallie Mae is exempt from all taxation by any state or by any county, municipality or local
taxing authority except with respect to real property taxes. Sallie Mae is not exempt from the
" payment of Federal corporate income taxes.

3. All stock and othey securities of Sallie Mae are deemed to be exempt securities under the
laws administered by the Securities and Exchange Commission to the same extent as obligations
of the United States.

4. Sallie Mae may conduet its business without regard to any qualification or similar statute
in any state of the United States, including the District of Columbia, the Commonwealth of
Puerto Rico and the Territories and possessions of the United States.

5. The issuance of guaranteed debt obligations of Sallie Mae must be approved by the
Secretaries of Education and Treasury. The issuance of non-guaranteed debt obligations must
only be approved by the Secretary of the Treasury.

6. Sallie Mae is authorized to borrow from the United States Treasury, and the Secretary of

. the Treasury is authorized to purchase obligations of Sallie Mae, in an aggregate principal

amount of $1 billion outstanding at any one time, none of which is outstanding at the date of this
Report.

7. Sallie Mae is required to have its financial statements examined annually by independent
certified public accountants and to submit a report of the audit to the Secretary of the Treasury.
Sallie Mae is also required to submit annual reports of its operations and activities to the
President of the United States and the Congress.

THE: GUARANTEED STUDENT LOAN PROGRAM

Part B of Title IV of the Act provides for the program of insured student loans known as the
Guaranteed Student Loan Program. Under the GSLP, loans made by eligible lenders to students
meeting the requirements of the Act may be insured by the United States or guaranteed under a
student Joan program of a state or private non-profit agency which has an agreement with the
Secretary of Education. Loans guaranteed by state or other agencies may be reinsured by the United
States. Eligible lenders include banks, thrift institutions, credit unions, educational institutions, and
certain other institutions such as private, non-profit or state organizations created for the purpose of
making student loans.

" As an incentive for the use of private capital in providing student credit, the Act ?rovides three
principal benefits to lenders making student loans: borrower interest subsidies; “special allowance”

o
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payments to lenders; and Federal insurance or reinsurance. These benefits are available only to
eligible lenders and ouly for loans meeting the specific criteria of the Act. These three benefits are
described below. This is only a summary of ceitain provisions of the Act, which has been subject to

frequent amendments, and refercnce is made to the text of the Act for a full and complete statement
of the provisions.

Interest Subsidies

The Act provides for the payment of interest subsidies by the Secretary of Education to the
holders of guaranteed student loans. Such subsidies are interest payments made on behalf of student
borrowers with respect to student loans (1) during the time the student is enrolled in an eligible
achool at least on a half-time basis; (2) during a "grace period” following termination of studies; and
(8) during “deferment periods”. These payments assure the lender a fiow of interest income during
periods when principal payments are not being made.

The Act was amended in November 1978 to provide that student loans disbursed on or after
November 1, 1978 qualify for interest subsidy payments regardless of the borrower’s family income
level. Prior to that time, borrowers qualified for interest subsidies only on the basis of either family

income level or financial need analysis.

The Secretary of Education pays the interest subsidy quarterly on behalf of the student to the
holder of a student loan at the rate specified by Federal law. Student loans made before January 1,
1981 generally buar interest at 7% per annum. Loans made on or after January 1, 1981 currently
bear interest at 9% per annum, except for loans made to students with outstanding 7% loans, which
bear interest at 7% per annum. '

Special Allowance Payments

The Act provides for “special allowance™ payments to be made to holders of qualifying student
loans. The special allowance is paid thoughout the term of the loan. These payments are designed to
supplement the fixed interest payments made by the borrowers or by the Secretary of Education in
order to increase the total yield to a rate competitive with other types of investments. Since January
1, 1977, the amount of the specia} allowance, paid on a quarterly basis, has been computed on the
basis of the bond equivalent rates of all 13-week Treasury bills auctioned during the preceding
quarter, less 8.5%, rounded up to the nearest :125% of 1% and divided by four. The specia! allowance
payments had been subject to an annual ceiling of 3% (1966-1977) and 5% (19771979), but statutory
amendments in 1979 removed all ceilings beginning with the third quarter of 1979.

The Higher Education Act Amendments of 1980 made slight modifications to the computation of
the special allowance to allow for the differences in borrower interest rates discussed above.
Although generally maintaining the basic computation, the 1980 amendments require that the
specific per centum subtracted from the average of the bond equivalent rates of the 18-week
Treasury bills auctioned the previous quarter be 3.5% for loans for which the applicable interest rate
is 7%, and 5.5% when the applicable interest rate is 9%. The special allowance, taken together with
the basic interest rate paid on the student loans, therefore provides an effective interest rate
approximately equal to the average coupon equivalent yield of all 18-week Treasury bills auctioned
during each quarter, plus 3.5%.

Federal Insurance and Reinsurance

Student loans made by eligible lenders may be insured directly by the United States or
guaranteed by a state or private non-profit agency with Federal reinsurance. Loans which are
insured directly by the United States are insured up to 100% as to principa! and interest. In addition,
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every state agency and private non-profit agency provides lenders participating under their

.. programs with a 100% guarantee of principal and, in most cases, interest.. Substantially all of these.

agencies have executed the necessary agreements with the Secretary of Education to qualify for up
to 100% Federal reinsurance.

The Act provides that the guarantee agency will be reimbursed in an amount “equal to 100
percent of the amount expended by it in the discharge of its insurance obligations incurred under its
loan insurance program” provided that certain default levels or “triggers” are not reached. The
reinsurance amount falls to 30% of the amount of current fiscal year reimbursements which exceeds
5% of the amount of loans in repayment under the program at the end of the previous fiscal year.
The amount is reduced to 80% of the amount of reimbursements which exceeds 9% of the loans in
repayment under the program. The reinsurance rate never falls below 80% and returns to 100% at
the beginning of each fiscal year. During the first five years of a guarantee agency's operations,
however, the agency is fully reinsured, without regard ¢o the above “triggers”.

The Secretary of Education is also obligated 1o repay the total amount owed if the student
borrower dies or becomes permanently and totally disabled, or, if the loan is discharged in
bankruptey, to pay the amount of the loan discharged. With regard to a guarantee agency’s
reinsurance contract, these loans are not considered in determining the rate of reimbursement.

Under the Act, a student loan must be delinquent for 120 days, if it is repayable in monthly
installments, before a lender may seek a default insurance payment from a guarantee agency, and
the agency in turn may seek reimbursement from the Secretary of Education. Deaths, disabilities
and bankrupteies, however, are not subject to the 120 day waiting period. As a prerequisite to
entitlement to payment of default insurance, the lender must have exercised reasonable care and
diligence in making, servicing and collecting the student loan. Standards of diligence are generally
outlined by the Federal government and each guarantee agency. Sallie Mae maintains a policy of
requiring that the servicing and collection procedures for.loans purchased be satisfactory to the
guaranteeing agency prior to the purchase of any loans under that program. In addition, Sallie Mae
reviews the documentation pertaining to loans prior to.their purchase to ascertain whether
origination practices employed by the lender are satisfactory.

Agencies’ Reserves

Sallie Mae review's the financial situation of each guarantee agency that guarantees loans in its
portfolio to determine whether the loan guarantees are adequately supported by ingumnce reserves.
Insofar as only the Federal program and those of a small number of states are supported by “full
faith and credit” provisions, such reserves may be an important source of funds to offset the possible
impact of receiving less than 100% reinsurance. Specific reserve ratios are normally stated in the
contract executed between lender and guarantor before the lender commences its program

* participation. Sallie Mae ordinarily accepts such reserve ratios; however, Sallie Mae does perform -

reserve depletion analyses based on historical and projected default data for purposes of assessing
the nisk relating to purchases of loans guaranteed by an agency. Only in situations where it has
offered significant forward purchase commitments in a state has Sallie Mae required a reserve ratio
in excess of the 1.52% generally maintained by agencies.

MANAGEMENT

The Act provides that the Board of Directors of Sallie Mae shall consist of twenty-one persons
and that the Board shall determine the general policies governing the operations of Sallie Mae.
Under the Act, the holders of common stock which are educational institutions elect seven of the
Directors, the holders of commeon stock which are banks or other financial institutions elect seven of

yoo
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t.he Directors and the remaining seven Directors, which represent the general public, are appointed
:)ﬁv the Presldent of the Umted States. The Pres.dent of the bmted States designates the Chmrman of .
e Board. - , e

"‘The present Directors and their principal occupations are as follows:

Name . Prlmlgl Occupation
Representing Financial Institutions:
Joseph w. Barr .............. Partner,J. &J Co., Chnmpmgn, Illinois (real estate pan.nershlp),
y Chairman, F:deral Home Loan Bank, Atlanta
. Davxd B. Harper ......... +... President, Gateway Natjonal Bank, St. Louis, Missouri
Kenneth V. Larkin ........... Execum e Vice President, Bank of America, N. T.&S. A,
San Francisco, Cahfomla .
Charles H. Miller............. Chairman of the Board. The Dime Savings Bank of Wew York
i New York, New York
John F. Ruﬂ‘le ......... peeeeaes Executive Vice President, Morgan Guaranty Trust Company of
New York, New York, New York .
Robert G.Stevens............ Financial Consultant
DavidJ. Vitale............... Vice President and Treasurer, First Chicago Corporation,
. Chicago, Illinois .

" Representing General Public:
" E. T. Dunlap (Chairman of the
B 1

Repreuntlng Educational lnstltutlon:

William Arzeneaux ........... Commnssmner of Higher Education, Louisiana Board of Regents,
. . Baton Rouge, Louisiana
Raymond F. Bacehetti ........ Vice Provost for Management and Budget, Smnford University,
. Stanford, California - - .
R.Jerrold Gibson............. Director, Fiscal Services, Hnrvnrd UmVemt.) Cambridge,
Massachusetts
" William 1. Ihlanfeldt ...... +... Vice President for lnsututmnnl Relations, Northwestem
University, Evanston, Illinois
RenaldJ. Jursa .......evtnee Director; Student Financial Asslsunce Services, Mmhlgnn
L Depnﬂment of Education, Lansing, Michigan
Richard J. Ramsden .......... Senior Vice President for Administration and Finance, Brown
: oL . "University, Providence, Rhode Island
- David B.Truman............. * Educational Consultant and Retired President of Mt. Holyoke

College and the Russell Sage Foundation, Hillsdale, New York -

ATA) .. enennesieeeaanen Chancellor, The Oklahoma State ystem of Higher Education.
. . Oklahoma City, Oklahoms -

Brenda L. Biles ........... ... Technical Assistant, Educational Issues Department, Amenun

Federation of Teachers, Washington, D.C.

Herman E. Gallegos ...."..... Chairman of the Board, U.S. Human Resources Corponuon, :
) : San Francxsco, Cahfornm

5
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Neme . Principal Occupation

Teresa P. Hughes ............ Asgsemblywoman, California State Legislature, Sacrame‘lnto,
California and member, Administrative Board of Blue Shield of
California . ’
Gregory S. Nichols ........... Research Analyst, Iowa Senate Democratie Caucus, Des Moines,
Iowa
- LoisD.Rice ................. Senior Vice President for Government Affairs, Control Data

Corporation, Washington, D.C.
Tom H. Riddell, Jr. ........... President, T & H Equipment Company, Inc.; partner, New
Paragon Cotton Gin and Farms, Canton, Mississippi; and
. member of the Board of the Mississippi Bank, Jackson,
. Mississippi : -

Participants in Sallie Mae’s programs are generally subject to certain requirements, including
the purchase of Sallie Mae stock. Therefore, in the ordinary course of business, Sallie- Mae has
transactions with institutions that are stockholders and, in some cases, which have representation on
Sallie Mae's Board of Directors. ~ .

At December 31, 1980, Sallie Mae had 232 employees who are engaged in various sctivities in
connection with Sallie Mae's operations. The executive officers of Sallie Mae, the year they
commenced employment with Sallie Mae and their principal occupations for the past five years are as
follows:

" Con?r::r'\ud
Employee Name & Title Employment Previous Employment
Edward A. Fox 1973 Mr. Fox was appointed to his current position in
President, Chief Executive Officer May 1973.
Leonard D. Schaeffer 1980 Mr. Schaeffer was appointed to his current posi-
Executive Vice President, Chief tion in June 1980. Prior to his employment with
Operating Officer Sallie Mae, he served in the Department of
] - Health and Human Services as Administrator,
Health Care Financing Administration (1978
1980}, and as Assistant Secretary for Manage-
ment and Budget (1978). Previously, he was
Vice President, Citibank, N.A. (1976-1978), and
Director, Illincis Bureau of the Budget, Illinois
(1975-1976). oo
John K. Darr 1980 Mr. Darr was appointed to his current position
Senior Vice President, Chixf in May 1980. Prior to his employment with Sal-
Financial Officer lie Mae, he served as Senior Vice President,
‘ Chief Financial Officer and Treasurer, Northern
California Savings and Loan Association (1978
1980) and Vice President and Treasurer, Feder-
al Home Loan Bank of San Francisco (1978
. W), o
Ronald F. Hunt . 1973 Mr. Hunt was employed by Sallie Mae in Au-
Vice President, General Counsel, S gust 1973. Prior to his current appointment in
Secretary ) May 1979, he served as Associate General

Counsel &ind a8 Secretary (1976-1979) and As-"
sistant Secretary (1978-1976) of Sallie Mae. ™ . .
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DISCOUNT NOTES

Description of the Notex

The Notes are offered from time to time with maturities of one year or less {generally not less
than 80 days) in denominations of £100,000. $150.000, $1,000,000 and $5,000,000. Notes are sold on a
discounted basis. The discount is calculated for the actual number of days invested based on a 360-
day"year. Maturity dates are fixed at the time of sale. at the discretion of the buyer, subject to the
general limitations prescribed by Sallie Mae. Rates are set daily by Sallie Mae. All Notes are issued
in bearer-negotiable form. The Nofes are not obtigations of and are not guaranteed by the United
States.

Use of Proceeds

The sale of the Notes is intended to provide an additional source of financing for Sallie Mae. The
proczeds will be used for general corporate purposes.

Offering Procedure

The Notes are offered for sale to investors through a group of dealers selected by Sallie Mae.
The Federal Reserve Bank of New York issues and redeems the Notes on behalf of Sallie Mae. The
participating dealers have agreed to use their best efforts to maintain a secondary market for the
Notes.

Tax Status

The Notes are subject to Federal estate and glf taxes and the income derived from them does
not have any exemption under the Internal Revenue Code of 1934 (the “Code”). The Act does not
contain any specific exemption with respect to taxes, now or hereafter imposed, on the principal of or
interest on the Notes by any state, or any of the possessions of the United States, or by any local
taxing authority. It is suggested that purchasers residing in states which impose intangible property
or income taxes consult their tax advisers as to the status of the Notes and the interest thereon
under state tax laws. .

Eligibility for Investment

The Act provides that the Notes shall be lawful investments and may be accepted as security for
all fiduciary, trust and public funds, the investment or deposit of which shall be under authority or
control of the United States or of any officer or officers thereof. The Notes are eligible as collateral
for Federal Reserve Bank “discount window" transactions. The Notes are eligible for open market
purchases executed by Federal Reserve Banks.

Under Federal law, national banks and state member banks may deal in, underwrite and
purchase for their own account the debt obligations of Sallie Mae. The Notes are legal investments

for Federal savings and loan associations and Federal credit unions.

The Internal Revenue Service has ruled that Sallie Mae is an instrumentality of the United
States for purposes of Section 7701(a)(19) of the Code. As a result, domestic building and loan
associations and mutual savings banks are permitted to invest in Sallie Mae obligations to meet the
percentage of total assets required to be invested in, among Other things, *'stock or obligations of a
corporation which is an instrumentality of the United States”.

Under the laws of many states, the Notes are legal for investment by savings banks, insurance
companies, trustees and other fiduciaries. .
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CLEARING AGENT

The Clearing Agem for the Notes is the Federal Reserve Bank of New York. Denomm;uonal

‘exchanges may be made at the Federal Reserve Bank of New York, 33 leertv Street, New York, -

New York 10045.

DEALERS

The following Dealers participate in the retail sales of the Notes. These dealers have aéreed to
use their best efforts to maintain a secondar\ market for the Notes, Other dealers ma;, also be nctxve
in the secondary mnrket

The First Boston Corporation
Goldman, Sachs & Co.
Salomon Brothers

LEGAL OPINIONS

Certain legal matters with respect to the issuance of the Notes have been passed upon for Sallie
Mae by Ronald F. Hunt, Esq., General Counsel of Sallie Mae, and by Milbank, Tweed, Hadley and
McCloy, One Chase Manhattan Plaza, New York, New York 10005, special counsel to Sallie Mae.

*ACCOUNTANTS -

The financial statements of Student Loan Marketing Association included herein have been
examined by Arthur Young & Compaay, independent certified public accountants, to the extent and
for the periods indicated in their report thereon. Such financial statements have been included in
reliance upon the report of Arthur Young & Company and given upon the authority of that firm as
experts in accounting and auditing.
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REPORT OF CERTIFIED PUBLIC ACCOUNTANTS -

The Board of Directors and Stockholders
Student Loan Marketing Association

We have examined the accompanying balance sheets of the Student Loan Marketing Association
at December 31, 1980 and 1979, and the related statements of income and retained earnings and
changes in financial position for each of the three years in the period ended December 31, 1980. Our -
examinations were made in accordance with generally accepted auditing standards and, aceordingly,
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances. ' ’ i

In our opinion, the statements mentioned above present fairly the financial positioh of Student
Loan Marketing Association at December 31, 1980 and 1979, and the results of operations and
changes in financial position for each of the three years in the period ended December 81, 1980, in

conformity with generally accepted accounting principles applied on a consistent basis during the
period. . .

ARTHUR YOUNG & COMPANY

Washington, D.C.
January 16, 1981, except as to Note 13 as to
which the date is March 20, 1981
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STUDENT LOAN MARKETING ASSOCIATION
STATEMENTS OF INCOME AND RETAINED EARNINGS
Years Ended December 31, 1980, 1979 and 1978

Inzerest-intome on loans:
znsured student loans purchased

1980

1379

1978

(Dollars in thousands except
per share smounts?

........................... 8154059 §$76802 $37,028.
.iess: Netdeferredincome..............ccovvviiiiiivnnnnnn 6,468 1,823 1,075
Servicing COBLS...ooouiiitiiiiineiiieeeieeeineenens 10,838 5,388 3,143
Insured student loans purchased, net................... 186,753 69,681 82,805
Warehousing 8GVANCES ........cvuiveiiiiiiennnineennnens 137,843 63,958 27,527
Total interest income on 10ans, net ..........ooeveeeenennnnnnnns 274,596 133639 - 60,182
Income from investments, principally interest ................... 8,699 7,155 4,544
CTotalinterest inCOME ... oviiniu it iiieiet i reienenansnns 283,295 140,794 64,676
~ Interestexpense ... 256,277 123453 49,638
Net interest incOme .....ooiviiuiiiiiiiiinernennennnenenennns 27,018 17,841 ° 15,088
Other operating inCoOmMe . ....oiuiuieiuniiireenrnnnenenrnnnins 467 222 220
General and administrative expenses: .
Salaries and employee benefits .............ccooviiuiinannn 5,905 8,459 2496
[0 T3 4,219 2,381 1346
Total general and administrative expenses .............. 10,124 65,840 8,842
Income before federal income taxes ..........cccvevunn.. 17,361 11,723 11416
Federal income taxes (note 8): . .
CUITENE .. eeve ittt iieiiteeeeeeseaetereeneananenne 11,054 6272 6,016
Deferred.. ... vvveeerrnniiiinieeneiiiin e iareeeenes (3,133) (896) __ (505)
Total federal income taxes ............fveeeeeeenennnes 7,921 5,376 5,511
Netineome .. ..oiieee ittt iiiiii e it enreeneeresenennnnnns 9,440 6,347 | 5905
Retained earnings at beginning of year............ccoevvien.n 19,227 13,880 ' 8,600 -
Cash dividends ($1.33, $1.00 and §.63 per share respectively)...... 1,834 1,000 625
Retained earnings at end of year $19,227 $18,380
Earningsper8hare....oouuieuiiiiiiiiirinereenennneanees $6.35 $5.90
See accompanying notes to financial statements.
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STUDENT LOAN MARKETING ASSOCIATION
BALANCE SHEETS
December 31, 1980 and 1979
ASSETS " 1980

Loans (note 2):

Insured student loans purchased, unpaid principal (note11).......  $1,230,268

Less: deferred income and unearned purchase discount «.......... 13.210

Insured student loans purchased net....... reeeeseaarees . 1,217,058

Warehousing advances, secured by insured student loans ......... 1,421,622
Totalloans.......covvnveunienennn.. Cereeederes P 2,638,680

Cash and short-term investments (note3) ...0.....cvceuueruinnnennns . .89,951

Other assets, principally interest receivable on Ioans lnd inv estments 103,503

Total BSSetS ... oeveeenrtnnnennnnnnnnsns ereerteaeraes $2,182,134

LIABILITIES AND STOCKHOLDERS EQUITY
Liabilities: ' . .

Notes payable (note4)............. et e ettt aeas $2,720,000

- Interest PAYAbIE.....oiuiiiiii ittt i ees 2,196

Current federal income taxes ................ Creereerea e 4,801

Other liabilities............ N 8,939

Total liabilities .......cooiiiiiiiiiiiiiiiiiiiieenns 2,730,936
Commitments (notes 6 and 7)
Stockholders’ equity:
Common stock, par value $16.67 per share. authorized 1,000,002

shares; issued and outstanding, 1,000,002 shares (notes 5 and 13) 16,670
Additional paid-in capitul 7,195
Retained earnings .............. e : 21,833

Total stockholders’ equity ............... . 51,195
Total liabilities and stockholders’ equity.................  $2,782,184

See accompanying notes to financial statements.

s ot

1979

(Dollars in thousands)

$ 738,821

S 864

782,177
707,621
1439798
65,043
50,942
$1.555.783

$1,505.000

8163
1,854
2674
1,512,691

16,670
7195
19,227
48,092
$1,555,783
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STUDENT LOAN MARKETING,ASSOCIATION
Statements of Changes in Financlal Position
Years Ended December 31, 1980, 1979 and 1978

1980 191 1978
(Dollars ir: thousands)
" Sources of Funds: :
From operations:
Netineome ......ovvvrieueriieeerinieniinenneeeeeanennns $ 9440  $ 6847 ¢ 5905

Add net non-cash charges consisting pnncnpally of net de-

- ferred income and deferred taxes ..................... 8,650 1,082 585
Total funds provided from operations................ 12,990 . 7,429 * 6,500
Increase innotespayable........c.oevvvineiininiieinen.... 1,215,000 600,000 450,000
Matured warehousing advances and principal payments on non- )
MAtUred QAVANCES .....oovvvnernininiireennneeesenennnnn. 97,172 58,336 58,486
Principal reductions on insured student loans purchased: L
Installment payments......ccooveiiiiiiennneaeennnnnn, 58,246 83,084 20,855
Claims and resales............ 45,034 19,712 21,285
Increase in interest payable . -_ —_ 4,914
Decrease in cash and short-term investments ................. 25,092 28,712 -
Increase in current federal income taxes payable.............. 2,946 —_ -
Other ..ot -— — 1,834
Total sources of funds 81,456,480 $T747,213  §563,874
Uses of Funds: . )
Matured Jong-term notes payable ...............coooiiilLL $ -—  $10,000 $ 50,000
Warehousing advances made: : . . o
by LT Y . P 784,973 811,541 182,490
Renewed 08NS .....ovvveiivneieniinienieneneesiennnnns 26,200 40,450 48,493
Insured student loans purchased ...............ocoeiniLil, 594,535 848,760 209,919
Increase in cash and short-term investments.................. — 61,238
Increase in interest receivable ........coovvvviiiiiiinennnn... 47.996 28,061 10,260
Decrease in interest payable ........... | 967 6,725 -
Decrease in current federal income taxes - 69 849
Cash dIVIdends paid.....cooviiiininnns 1,334 . 1,000 625
(03,7 N 475 667 -
Totaluses of fUnds ...vvvvieivninneererenennnnnnss $1,456,480 $747,213  $563.874
See accompanying notes to financial statements.
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STUDENT LOAN MARKETING ASSOCIATION
NOTES TO FINANCIAL STATEMENTS
December 31, 1980 '

1. Significant Accounting Policies

e e Setident Loan Marketing Association (Sallie Mae) is a private, for-profit cofporaﬁon created
and authorizéd by Congress to serve as a national secondary market for the Guaranteed Student
Loan Program (GSLP) and the Health Education Assistance Loan (HEAL) Program.

A description of Sallie Mae’s signiﬁcant’accounting poiicies follo;le‘:
(a) Loans ’ ) o ) ' .
Insured student loans purchased are stated at their unpaid principal balance net of related

deferred income and unearned purchase discount.. Warehousing advances are stated at their
unpaid principal balance. ) : )

~(b) Income Recognition on Insured Student Loans Purchased

Interest on insured student loans purchased is recognized as income in the period it acerues -
adjusted for accretion of purchase discounts and, as described below, for income deferred to
oftset future servicing costs. ’ L

Servicing costs, which are charged to expense as incurred, are generally based upon an
amount per borrower or per note serviced and the status of the account. As a result, servicing
costs as a percentage of principal balance increase over the terms of the loans. Under Sallie
Mae's policy, current interest income is deferred or previously deferred income is recognized 8o
as to provide a constant yield over the estimated remaining terms to maturities of the loans.
Estimates of the remaining terms to maturities and other factors are used to determine
adjustments to current income, and the effect of changes to such estimates are reflected

“prospectively in income over the remaining terms <. the loans.’ ) .

(c) Allowance for Possible Loan Losses : : ' A

Insured student lcans purchased by Sallie’ Mae are guaranteed by the Secretary of
Education, by the Secretary of Health and Human Services or by a stat: or private nonprofit
guarantee agency with which the Secretary of Education has an agreewc.at under the Higher
Education Act of 1965, as amended (the Act), provided applicable program requirements are
met with respect to'such loans. Additionally, the selling institutions warrant that the student
Joans are the valid obligations of student borrowers. Warehousing advances are secured by an
assignment of existing insured student loans with an aggregate outstanding principal balance of
at least 125% of the outstanding advance amount. Accordingly, at December 31, 1980, 1979 and
1978, no allowance for possiblé loan losses was deemed necessary. B '

(d) Short-term Investments

Investments are carried at cost which approximates narket, adjusted for amortization of
premiums and accretion of discounts. ’

"(e) Federal Income Taxes

Sallie Mae recognizes certain income and expense' jtems in different periods for financial
reporting purposes than for income tax purposes. Provision for deferred income taxes is made in
recognition of these timing differences. Investment tax credits which were not material in 1980,
1979 or 1978, are accounted for by the flow-through method.
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BTUDENT LOAN MARKETING ASSOCIATION
NOTES TO FINANCIAL STATEMENTS—(Continued)
) December 31, 1980
2. Loans )
(a) Insured Student Loans Purchased ) '

Student borrowers begfn ref:aymem of loans on an installment basis after a grace period of nine
to twelve months following graduation or loss of qualified student status. The repayraent period,
generally five o ten years, is negotiated with the borrower during the grace period. In addition to a

stated interest rate of 7%, a special allowance is paid by the Secretary of Education to eligible -

holders of guaranteed student loans. The special allowance will be the average coupon equivalent
yield of all 13-week U.S. Treasury bill auctions conducted during each quarter, less 3.5%, rounded up
to the nearest one-eighth of 1%. Prior to July 1, 1979, a ceiling of 59 sor any four consecutive
calendar quarters existed for the payment of the special =2iowence.

(b) Warehousing Advances

-Warehousing advances are secured loars with specified maturities and fixed or variable-rates of
interest made to eligible institutions. The interest rates on variable rate advances are indexed to the
13-week U.S. Treasury bill interest rate. A summary of warehousing advance maturities follows
(dollars in thousands):

December 31

Maturing in: . 1950 1979
DL 1 L e $ 372,712 $312,961
1985-1989 .. . 817,660 163,410
1990-1994 ..

. 231,250 231,250 -
Total......... Ceteetenees $1421.622  $707,621

3. Cash and Short-term Investments

Funds not current’y required to finance programs were invested in money market instruments
as follows (dollars in thousands):

December 31
3980 1979
Federal funds sold.......ccvviviiiiienneneneennennnnnns $34,300  $43,350
Securities purchased under agreements to resell .......... 5,006 20,437
Cash ooovvvervnvnnnnnnn, e eteeetenseecerenttnataaas 645 1,256
Total cash and short-term investments ..........oouuene. $39,951  $65,043

4. Notes Payable

Under the Act, the issuance of debt obligations requires the approval of the Secretaries of
Education and Treasury. Payment of Sallie Mae's debt obligations, regardless of maturity date,
issued prior to October, 1984 may be guaranteed by the Secretary of Education, and any such
guaranteed debt obligations are backed by the full faith and credit of the United States. As a matter
of administrative convenience, rather than issue individual certificates for each debt obligation aold

by Sallie Mae, it has been the practice of the Secretary of Education to issue a single guarantee

certificate for a stated period of time covering all such debt obligations up to a specified amount at -
any one time outstanding. This amount is subject to change in accordance with program needs. The

3.
o
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STUDENT LOAN MARKETIXG ASSOCIATION
NOTES TO FINANCIAL STATEMENTS—(Concluded)
December 31, 1980

11. GSLP Regulations

The insured” student loans Sallie Mae owns are subject to certain regulations of general
applicability issued by the Department of Education (ED) with respect to the administration of the
GSLP. In November, 1980, Sallie Mae received for comment a draft report based on a program
review by ED which alleged certain deficiencies in Sallie Mae’s compliance with GSLP regulations. A
final report which will reflect comments, corrections and additional information provided by Sallie
Mae is not expected to be issued until the second quarter of 1981. It is not possible to predict the
outcome of the program review, but management believes that it will not have & material effect on
the financial statements.

12, Quarterly Financial Information (Unaudited)

Unaudited quarterly financial information for the years ended December 31, 1980 and 1979 are
summarized as follows (dollars in thousands, except per share amounts):

1980
Firnt Srcond Third Fourth
Quarter  Quarter Quarter  Quarter Total

TRterent INCOME. oo vvnnrnrrserr e sainerneeenanss $65.080 356,171 $63,118 $98,926 - $283,295
Interest eXPENBE. .\ vuene i 58,906 51,875 55.360 90.136 256.277
Net interest COME .. ..vv . vvnnnreaiea s 6,174 4.296 1,758 8,790 21,018
Other operating income .. ........ .. 91 113 133 130 467
General and administrative expenses 1,914 2,249 2,442 3,519 10,124
Federslincome taxes..... ......... .. 1,990 986 2412 2,533 1,921

NELIRCOME «.vvuvner ore caneainerrannnnes $ 2361 $ 114 $ 3,037 £ 2,868 $ 95440
Earnings pershare .......... —cooioiiiiieanens $2.36 $1.17 $3.04 $2.87 $9.44

1979

Interest income. ........-..- $27.089 $28,838 $35,970 $48897  $140,794
Interest expense AR . 22,403 26.761 31.021 43,268 123.453
Net interestincome ............. .. 4,686 2007 4,949 5,629 11,341
Other operating income ............ .. 3 52 55 kg 2
General and administralive expenses .. 1774 1,467 1,470 1,623 5,840
Federal income tAXen. ......ocovrveinieenianes 1,576 303 1,614 1,883 5,376

NELINCOME «covvrneenrrrrrsnneatnanannns $ 1874 $ 35 § 1,920 $ 2194 $ 6347 ..
Earnings pershare .......ocoveroeiinen coiinins $187 $.36 $192 $2.19 $6.35

13. Subsegquent Event

On March 20, 1981 the Board of Directors of Sallie Mae approved a six-for-one split of Sallie
Mae's outstanding common stock, effective March 31, 1981. As a result, the number of outstanding
shares was increased from 166,667 shares (par value $100) to 1,000,002 shares (par value $16.67).
The stock split resulted in a transfer of $3,333 from additional paid-in capital to common stock. All
per share amounts and other share information have been restated to reflect this transaction.

.
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Washington. DC. 20540

Congressional Research Service
.. The Library of Congress

December 9, 1981

TO . : Honorable Jennings Randolph
: Attention: Mrs. Kyle

FROM ~ :  American Law Diviaion

SUBJE&T: Qﬁeations Regurding Recent Amendments, Enacted and Propoaéd, to the
Student Loan Marketing Association Provisions of the Higher Education
Act of 1965, 20 U.s.C. §1087-2(1).

This memorandum is in response to various queatioﬁa which you have posed
to David Osman, unnlyat,in‘the Education and Public Welfare Division, Congres=-
sional Research Service, regarding the legal effect of amendments to tLé Student
ann Marketing Association (Sallie Mae) provisions éf the Higher Education Act
of 1965, Pub. L. No. 89~329, §439(1), .as added by Pub. L. No. 92-318, §133, as
nmendgd; 20 U.S.C., §1087-2(1). The amendments in qﬁestiona,ure those enacted in
_the'Omﬁian Budget Reconciliation Act of 1981 (OBRA), Pub. L. No. 97-35, §538
(d)ﬁnnd agreed to by the HouAe of Representatives November 20, 1981. 127 Cong.
Rec. H8716 (daily ed. Nov. 20,‘19Bf). After some preliminary di;cuasion 6£ the
legislation at issue, we will.answer the-guéa:ions in the order Mr. Osman pre-
aented them to us.

Ifbis our ;nderstundins that the Student Loan Marketing Aasbciution is a
érivute, ;hureholder-owned corporation that provides liquidity to participants
in the.Guurunteed Student Loan Program. Created by Congress in 1972, the or-
ganization was oriéinully characterized as a “Government-sponsored private cpt-*‘

poration.” Pub. L. No. 92-318, §133. The Association's organizing statute was

" amended in 1980 to deem Sallie Mae a “private corporutioﬁ." Pub. L. No-”964374,
. §421(a). While Congreas originally intended that the corporatior. be financed by

" private capital, Pub. L. No. 92-318, §133, the organization hup apparently
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funded its operations since 1974 by selling guaranteed debt obligations to the'
Federal Financing Bank (FFB). ‘
The phnnad shift by the Associltion from government to public fimmcing '

has prompted the introduction of amendments dealing with the dilpouition of the

Association's unta (or the rapaymam of its debt) in the case of 1molvency.

. The amendment enactnd in OBRA, §538(d) provides the foiloving:

(d)SecﬁontSQ(l)ofthoAc'th d ’hy dding at the end thereof
the fo Lowing: *“The cbligations of the Association shall be deemed to
be oblignuonn of the United States for purposes of ncuon 8701 of the

Statutes (81 US. C 742). For the purpose of the distribution of
ita property pursuant to section 726 of title 11, United States Code,
3\5 upnnhnnbedeemednpemn emanningofmch

o,

Because of perceived defects in the OdRA'omcndment, an ldditionnilsdllie‘
Mae amendment was proposed end agreed to by the House in‘Rovemoer 1981.“ Propo- ‘
nents of the manlure maintnined that the Federal _priority stntute, 31 U S. c.
§191, which grantse the Federal government a priority over all other creditors
vhenever &ny perlon indebted to the Unicted States is insolvent (as defined hy
the statute), made the nonguAranteed dilcount notes Lhnt s.llie Hae plnnned to
offer in the pudblic market unnttrnctive to pctential horrovern. 127 Cong. Rec. _‘
18716 (daily ed. Nov. 20, 198}), The November 20 amewdment thus nmends 20 ;
U.S.C. §1087-2(1) to provide that [t]he priofity established in fnvor of the o )
United Staces by section 3466 of the Revised Statutes (31_U.$.C. 191) shall not
apply to indebtedriess of the Association.” - Ibid. ‘ »

You huve nuked vhether 31 v.S.C. §191 octually operates to nubordinnte all

_of Sali{e Mee's public borrowing to the debts oved the FFD, " an ef‘ect delcribed.

by Mr. Simon during debate on the proposed amend:ent. 127 Cong. kec.v 1!8716.
Here Sallie Mae to become innolvent in the wmanner required by 21 G.S. c. 5191,

but not proceed as i debtor under the Federal bankruptcy statute, 11 U s. c. 5101:

2 g
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et seq+, then 31 U.S.C. §191 would appear to grant the United States an
absolute priority right to the Association's asaets, subject to certain
conditions. Except in the case of a decedent's estate, the priority statute
requirea that the debtor's insolvency be evidenced by a voluntary assignment,
the attachment of the eatate and effects of an absconding, concealed or
absent debtor, or FhE'gommission of an act of bankruptcy, even though

a bhnkruptcy proceeding does not féllow. United States v. Oklahoma, 261

U.S. 253.‘262 (1923); Plumb, "The Federal Priority in Insolvency: Proposals
for Reform,” 70 Mfch L. Rev. 3, 12-14 (1971) [hersinafter cited as Plumb},
In such case, certain judicial limjtations placed on the operation of
the priority statute might also apply. E.g., Epstein & Landers, Debtora
"and Creditors 324-326 (1978). We note, however, that the Baﬁiruptcy Reform
Act of 1978, Pub. L. No. 95-598, §322, pade the Federal priority statute
inapplicable in cases under 1l y.s.cC. 55101.5& seq. Thus, {f Sallie Mae were
"to procead as a Title 1l debtor, {ts Federal unsecured debt would no longer be
subjeé£ to the §191 priority. As siited in the legislative hiatory of the 1978
Act, "the governuent's non-tax claims {would be] cn a par with other wrsecured
claims, unless ... the government's claim {s gecurcd.” H.R. Rep. No. 595, 95th
Cong., lst Sess. 194 (1977).

You have also asked whether the OBRA amendment affecta the application of
the priority atatute, and, in particular, what effect results from deaignating
Sallie Hae as a “person” under Title Il for purposes of 1l U.S.C. §726, and
whather such designation has the same effect as that {ntended by the November
20 amendment. We find that the OBRA amendment, appears to be unclear in its in—-
tended effect. It would geem that the drafters may have desired that Sallie Mae

be conaidered a paraon for purposes of Chapter 7 of the Bankruptcy Act, that ia,
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that it be ennbled to file for a liquidation. 1In such case, one might question
why the provilion limits the application of chnpter 7 to the provision dellins
with distribution of the estate, that is, §726.

An agendment to the definition of "person”, 11 U.S.C. §101(30), or "go&ern;
mental unit,” 1l U.S.C. §101(21), might have been clearer, this bringing into play
11 U.S.C. 5102, dealing with who may be a debtor under the various chapters of the
bankruptcy code. Only “persons” may qualify as debtors under chapter 7 (liquidation)
and chapter 11 (reorganization), provided they fulfill the other requirements of
the bankruptcy code. 11 U.5.C. §109(a), (b), (d). The code defiqitién of per-
son” includes individuals, partnerships, and corporations, but excludes govern-
nental_units. 11 U.S.C. §101(30). As "governmental unit” ia defined to include
a “deﬁartment; agency, or instrumentality of the United States,” 11 U.S.C. .8101°
(21), it could be argued that Sallie Hae, as a government-created corporation,
would not be deemed a person for purposes of the bankruptcy code. ‘In such case,
an amendment to the code would be needed in order to enable Sallie Mae to »re=
ceed as a Title 11 debtor. uowever, it could also be argued that, because

" Sallie Mae 1s now apparently a private corpora;ion, 20 U.S.c. $1087-2(a), 1

- would aeem to fall within the definition of “person” under 11 Uu,s.c. §101(30).
In additfon the definition of "governmental unit” 1s intended ‘not to include '
eqfities that owe their existence to State actlon such as the grantiné of a
charter or a license but that have no other connection with a State or local
government or the Federal government. The EEIationship must be an active one
in which the department, asency, or instrumentality is actually Carrying out
some governmental function.”™ H. R. Rep: No. 598, 95th Cong., lat Sesa. 311
(1977). Were Sallie Mae ‘to be considered in this light, the Asaociatfon wopld
appear to be subject to Title 11 whether or not another statute provided the

same.
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EETIE ad 1

- We nots sgein that it sppasta that tha draftara of tha OERA emendasnt in~

ganded that Sallie Maa be authorized to file for liquidstion under tha bank~

ruptcy code.*  The effect of the November 20 dment appesra to broaden tha

existing Titls 11 exemption from 31 U.S.C. §191, by making theiredeknl priérity

atatute inapplicable in sny case of Sallie Mae 1.solvancy, not only where pro-

ceedinge under Title 11 ware involved.
© You have also ;nked vhat affect the November 20 sasendment haa on :h; Fad-

aral priority in the event of binkrup!cy; Were Sallie Mae to pecbng a fizlo 11

" debtor, the amendment would have no effect, aa the Efderll.prlorlty for un-

aecured non-tax claims has slready been Siimizsted in the Bankruptcy Raf&rﬁ Act
of 1978. ' ) '
Finally, yéﬁ have asked 1f the F:deral government would be giving up nﬁy
other legal 'righ:n' besidea the pr;orizy right in blnkrppzcy if :h; Noveaber
1981‘|nendment vwere to become law and, ia particular, if :ﬁera ara iny b:hgr
hidden legal "pitfalla” in tresting public debt oa a par with pflvhtl dabt 1n
the event of bankruptey. fhe Novamber 1981 amendment, as no:ea nbovn, voﬁld
remove the Federal priorityvnei forth in 31 U.S.C. 5191 from.:li-lnqgiz:ycy
proceedings coniemplazed by §191 and not merely from title il procendlngg.- Th;
nnendneﬁt concerna only the Federal p?iority right, HEE lncrenng:_shi nunﬁcr-

—————

of aituations in which Sallie Mae's indebtness will be exempt from the right.

* The legialative hiatory of tha smendment ia unclaar aa 1t maraly atatas
that the legislation intends that "Sellie Mae obligationa ... [be] conaiderad
‘as governmental obligations for tha purpoaea of bankruptey procssdings.” . H.R.
Rep. No. 208, 97th Cong., lat Sasa: 742-43 (1981). .The eanandmant containa two
proviaions: one, making Sallia Mae obligstiona sxeapt from atats and local
taxation under 31 U.S.C. §742; two, deeming Sallie Mae a person within ths mesn-
ing of Title 11 for the purpoae of distribution of its property purasusnt to 11
U.S.C. §726. OBRA, §539(d). The Statement in the House Report ¢ ;PaaTa to com=
bine both proviaions of the smendment, inatead of desling asparataly with what |
would seea to be the diffarent saffacta of asach. Co
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Elimfnating the exemption does not appear to have any other legal implications

"in terms of bankruptey law. We note that in deciding to treat Federal qnagcured<

non-tax claims on a par with private unsecured claims, Congress appeared to be
responding to a growing body of thought that the Federal government, as a knowing
lender, should be subject to the same risks undertaken by private lenders. See,
e.g., Plusb 10-12; .H.R. Rep. No. 595, 95th Cong., lst Sess. 193-94 (1977).

We hope that this information will be helpful to you, and that you will

P’ .

PRI 2 ekl
 Jeanne JAgelwki

Legislative Atttorney
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BACKGROUND AND SUMMARY

Section 439 of the Higher Education Act of 1965, as amended, authorizes
the sgudent Loan Marketing Association (Sallie Mae) to provide‘secondary
" market and related activities for qualified lenders participating in the
.'Guaranteed Student Loan (GSL) program and in the Health Education_Assistaﬁce
Loan (HEAL) program. Sallie Mae is also authorized by section 439 to purch;se
ﬁnd'underwrite'student loan revenue bonds, provide GSLs in States where they
are not available from other sources, and offer extended repayment terms to
GSL and HEAL borrowers.

The purpose of Sallie Mae, as origi;ally eracted by the Education Amend-
ments of 1972 (P.L.92-318), was to provide liquidity to GSL lenders through
two secondary market activities: (1) through purchases of GSLs from lenders’
portfolios, and (?) thfough "warehousing advances" (loans) to Ienders:.;ith
lenders using GSLs aa collateral to obtain funds from Sallie Mae to make
addition#l student loans.

Prior to the’enactment of the 1972 Amendments, the volume of GSL lending
had increased rapidly from $77-mi11ion in 1966 (when the first loans were
issued) to nearly $1.1 billien in 1971. As the volume of program lending in-

" creased, GSL lenders, many of whom had accumulated relatively large portfolios
of student loans, became increasingly reluctant to commit additional funds for
GSLs because of their relative lack of liquidity, long repayment schedules and
relatively high servicing costs. By comparison, home mortgages at the time were

viewed by the lenders as more favorable investments because they could be sold

“12-875 0.- 83 - §
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to -investors or to the Federal National Mortgage Association (Fannie Mae),
thus providing liquidity.

While both the final House and Senate versions of the 1972 amendmen:s
supported the es:ablxshmen: of the S:uden: Loan Marketlng Assoc1n:10n, the
initial Senate version, $.659, as introduced by Senn:or Pell nnd as repor:ed ;'

by the Subcommittee on Education, Ar:s, and the Humnnltxes, would hnve only.

authorized secondary mnrke: activities for GSLs in the Depnr:ment of Treasury.y
rather than via a separate agency. Senn:or Poll repor:edly was concerned :ha:
the establishment of a new agency would commit the Federal Governmen: to
financing higher education primarily through 1onna.

S1gn1f1cnnt changes were made to section 439 by :he flealth Professxoﬁs
Educational Assistance Act of 1976 (P.L. 94-484), Educn:ron Amendmen:s of
1980 (P.L. 96-374), and the Cmibus Budge: Reconcrlratron Act of 1981

(P.L..97-35). Minor technical changes were provided by the Education Aménd-

ments of 1976 (P.L. 94-482) clarifying Sallie Mae's authority to take poasea~

sion of student loans pledged as coilateral for warehouse advances. The

Health Professions Act of 1976 authorized Sallie Mae to provide warehouse.and

purchnsxng services for HEAL borrowers. The 1980 éﬁendments provided,:haf Fed; e

. eral securities, in addition to GsLs, could be used as colla:ernl for wnrehouse
advances; authorized Sallie Mae to consolidate: and extend repayment :erms for"b
GSL borrowers; and provided that Sallie Mae could insure loans to borrowers ’
in cer:n{n circumstances Qhere substantial ﬁudbers_of Qtudentg were unablé‘:o .
obtain loans from program lender. ‘

The Omnibus Budget Reconc111n:1on Act of 1981 nuthorlzed the Assoc1ntxon
to provide secondary market services for. non-lneured s:uden: lonns, consoll~ P

date loans for HEAL borrowers, purchase and underwrrte s:uden: loan bond 1asues' E

PP
e
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© “and carry out any other activities determined by the‘Zoard of Directors to sup- g
port - the Etedit needs of students. ' ) ‘ 7
~ Lastly, the Q}derbAmericans Act of 1981 (P.L. 97-115) aménded se?tiOn 439
by providing (through September 30, 1982), that all cteditq;;, in;luding the :
Federal Government, would have edual pribrity'tovsglliéyﬂae's aééets, if S;l}ie.
- Mae were to éeék relief in case of financial distress by any means other than -
voluntéry liquidation. The intent of this amendﬁent_was to improve the accept-

ance by investors of Sallie Mae's non-guaranteed obligations by placing all of

- 'Sallie Mae's debt obligations on an equal footing under all possible bankruptcy

arrangements.

This paper describe; the initial amendments to the Higher Educaticn Act
in 1972 that established SallievHae, and the subsequent amendments to thé
original legislation enacted in 1976, 1980, and 1981, Cobies of the amend-
ments to the Higher Education Act relating to Sallie Mae and the reLev;nt
House and Senate Committee report sections concerning the amendments, are

" included as an appendix at the end of this paper.
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GLOSSARY OF SELECTED TECHNICAL TERMS

Guarantee Agency--A State agency or private non-profit agency that admin-

isters the Guaranteed Student Loan program in the State.

Guaranteed Student Loan Program~-A Federal program providiné financial

assistance in the form of interest subsidized loans to undergraduate,
graduate, and professional students who are enrolled, on at least a

a part-time basis, at participating colleges, universities, or
vocational/technical schools. As of October 1, 1981, GSLs are based

on financial need for families whose adjusted family income exceeds .
$30,000. ) ’ "

Health Education Assistance Loan Program--A Federal program providing finan-

cial assistance in the form of loans to full time students attending
schools of medicine, osteopathy, veterinary medicine, podiatry, public
health, and pharmacy. Students receiving a HEAL award may not receive
any other federally insured loan for the year covered by the HFAL award.
HEAL awards do not carry a Federal interest subsidy.

Secondary Market—-A means by which loan hoteq can be sold or pledgéd as c01+

lateral for additional funds from cne party to another. Sallie Mae
provides two seccndary matket functions: (1) through.purchases of GSLs
from lenders portfolios; and (2) through "warehousing advances” (loans)
to lenders using GSLs as collateral to obtain funds from Sallie Mae to
make additional student loans. ’

Student Loan Revenue Bonds—~—Tax exempt obligationaﬁiaaued by guarantee agen-

cies to raise funds to provide GSLs for students who are unable to
receive student loans for commercial borrowers and in some cases to -
also purchase GSLs made by program lenders . ' In 1981, $1.4 billion in
student loan bonds were issued by 20 guarantee agencies, . ’

¢ "

.
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"LEGISLATIVE HISTORY

Education Amendments of 1972 (p.L, 92-318)

P.L. 92-318 authorized the ¢stablishment of Sallie Mae & an amendment
to the Higher Education Act of 1965, Title IV, part B, sec:ionb439; described

as follows:

Purpose
The purpose of Sallie Mae is to serve as a secondary market and warehous~
ing facility for insured (GSL) student loans and to provide liquidity for

student loan investments.

Warehousing and Purchasing Authority

Sallie Mae is authorized to purchase, service, sell, and make warehouse

advances on insured loans. Warehouse advances can bg made to qualified lend~

" ers for 80 percent of the face value of their insured lpans which must be in—

vested by the lender in additional insured loans. Tﬁe Agsociation is author=~
ized only to purchase from, or make warehouse advances to, qualified lcnde;s
that provide assurances that they will not require that students or their
families maintain a business relationship with them as a prerequisite for

receiving a GSL. (This provision does not apply, however, to lenders with

less than $50 million in deposits.) In addition, lenders cannot discrimi-

nate against GSL applicants on the basis of race, sex, color, creed or

national origin.
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Capital Structure and Financing Authorities

Sallie Mae is authorized to issue common stock uith'a par, value of
$100 per ghare to qualified IenderQ and institutions. Each share of common
stock will have one vote with rights of cumulative voting (one vote per share)
for Board elections. The Secretary of HEW is authorized to prepare regulations
concerning the transfer and number of shares issued of common stock. 1/ |
Sallie Mae is also authorized, with the approval of the Secrétary, to issue
preferred non-voting stock, with a par value of $100.

Sallie Mae is authorized. with the approval of the Secretary qf ;he Treas- =~
ury and the Secretary of HEW, to issue and have outstanding, through Jul; 1,
1982, obligations puaranteed by the Secretary of HEW. The agpregate amount
of such obligations is to be determined by the Secretary of HEW in consulta—

tion with the Secretary of Treasury.

Board of Divectors

The Bonpg is r§5p§nsible for making overall policy for Sallie Mae includ-
ing the criteria foripéoviding advances on securities and purchasing of stu-—
dent loans. It is‘co;prised of 21 members of which: 7 are elected by eligible

(A
lenders; 7 are electedlby eligible educational institutions; and 7 are appointed

by the President, The Chariman of the Board is appointed by the President from

among the 21 board members.

1/ ».L. 96-88, which established the U.S. Department of Fducation,
changed all references to the Secretary of HEW, which applied to programs
administered by the newly enacted Department of Education, to the Secre-
rary of Rducation.
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The duties of the Chairman include calling, at least semi-annually,

the meetings of the Board, and selecting, with the approval of the Board,

the executive officers for Sallie Mae. 2/

...Reports

Sallie Mae }s required to prepare and submit annually to the President
and the Ccngress, a report describing its operations and activities. The
Secretary of the Treasury is required to prepare and submit annuallv to.the
President, the Ccngress; and the Secretary of HEW a report dencribing the

annual audit of Sallie Mae.

Other Provisions

The amendm;ntﬂ provided for the general corporate powers, audit require-
ments, and procedures for ending program operations. The amendments also pro-
vided that Sallie Mae would maintain its primary offices in the District of
Columbia, and that its assets., exceot for its real estate assets, would

be exempt from State and local taxation.

2/ P.L. 92-318 authorized the President to appoint an interim Board of
Directors for Sallie Mae to arrange for an initial offering of common and pre-
ferred stock and take whatever other actions would be necessary to sroceed

‘with the operations of Sallie Mae. The amendments also authorized the Secre-

tary of HEW to loan $5 miilion, at an interest rate determined by the Secre-
tary of the Treasury, to assist in the establishment of the Association.
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Summary of Congressional Action
iHouae Reports: No. 92-554 accomparying ¥.R. 7248 (Cormittee on

Educatiou and Labor) and No. 92-1085 (Committee
of Conference)

Senate Reports: Nos. 92-345 and 92-604 (Ccmmittee on Labor and
Public Welfare) and No. 92-798 (Committee of
Conference)

Congressional Record:
vol. 117 (1971): Aug. 4-6, considered and passed Senate
Nov. 3, 4, considered ani passed House,
amended, in'lieu of H.R. 7248

Vol, 118 71972): Feb. 22-25, 28, 29, Mar. 1, Senate agreed
to House amendment with amendments
Mar. 8, House disagreed to Senate amcndment;
requested a conference . : .
May 23, 24, Senate agreed to conference report
June 8, House agreed to conference report
June 23, signed iato law by the President

Education Amendumentsa of 1976 (P,L. 94-~482)

The 1976 ameéndments authorized Sallie Mae to take possession of student
loans pledged as collateral for warehouse advances.

-~Previous law did not contain a similar provision.

Summary of Con-rescional Action

touse Reporis: No. 94-1085 accompanying H.R. 12835, No. 94~1086
accompanying H.R. 12851 and No. 94~1232 accompanying
H.R. 14070 (all from Committee on Education and Labor)
and No. 94-1701 Labor) and No. 94-1701 (Committee of
conference) ‘

Senate Repc-t No. 94-882 (Committee on Labor and Public Welfare)
Congressional Kecord, Vol. 122 (1976):

Aug. 26, 27, considered and passed Senate

Aug. 31, considered and passed House, amended,

“ in lieu of H.}. 12835, H.R, 12851, and

H.R. 14070 .
Sept. 28, Senate agreed to conierence report
Sept. 29, House agreed to conference report
Oct. 12, signed into law by the President
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Health Professions Educa*ional Assistance Act of 1976 (P.L. 94-484)

New Authorities
Sallie Mae is authorized to purchase, service, sell and make warehouse
advances on loans insured through the Health Education Assistance Loan (HEAL)

program.

Surmary ¢f Congressional Action

House Reports: No. 94-266 (Committee on Interstate and Foreign Commerce)
" and No. 94-1612 (Committee of Conference)

Senate Reports: No, 94~886 (Committee on Labor and Public Welfare) and
No. 94~887 accompanying S. 3239 (Committee on
Labor and Public Welfare)

Congressional Record: .

vol. 121 (1975): July 11, considered and passed House

vol. 122 (1976): July 1, zonsidered and passed Senate, amended
Sept. 20, Senate agreed to confereuce “eport
Sept. 27, House receded and concurred iu Senate

amendment with amendment

Sept. 30, Senate apreed to House amendment
Oct. 12, signed into law by the President

Education Amendments of 1980 (P.L. 96-374)

Warehousing and Purchasing Authority

Those amendments authorized Sallie Mae to provide warehouse advances to
qualified l:nders for up to 100 percent of the face value of: GSLs; securi-
ties or marketable obliggtions issued, guaranteed, or insured by the Federal
Government; and marketable obligations issued, guaranteed, or insured by v
agency, instrumentality or corporation of the Federal Government. T: amend-
ments required that lenders receiving a warehouse advance must either rein-
vest an amount eaual to the advance in additional insured loans or maintain

a level of insured loans equal to the amount of the advance.

‘-
VSN
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Previous law redquired that GSLs could only be used for warehouse ad~
vances for 80 percent of their face value. Other U.S. securities or guar=
anteed securities could not be used as collateral for such advances. In

addition, previous law required that all such advances must be reinvested

“in additional insured loans.

These amendments authorized Sallie Mae to purchase from, or make ware;
house advances to, qualified lenders with assets of less than $75 million
in deposits who require that students or their families maintain a business..
relationship with the lender as a prerequisite for receiving a GSL.

Previous law provided that Sallie Mae could purchase from or make ware-~

house advances to, lenders with less than $50 million deposits who required.

students or their families to maintain a business relationship with them as
a prerequisite for receiving a student loan.

These amendments also clarified the a:thority of the Association to re-
sell, offer participations or pooled interests secured by insured loans.

Y
>

Capital Structure and Financing Authority
The Board of Directors is authorized to issue common and non-voting com-

mon and preferred stock. The amendments provided that the Board would deter-

" mine the volume and par value Of any such stock issued.

Previous law required the Secre:ary of Education to prescribe regula-
tions concerniﬁg the amount of common and preferred stock issued, approve any'
proposal to. issue preferred stogk, and set the par value of any stéck issued
at $100 per share. In addition,. previous law did not authorize the issué of

non-voting common stock.
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The amendients extended Sall'g,naé’s authority to issue obligations
guaranteed by the Secretary ot Education through October 1, 1984, 3/
The Secretary of the Treasury is authorized to purchase up to $1 billion
in any non-guaranteed gecurities offered by Sallie Mae. ‘
‘ The Secretary of Education can only diéappfﬁve obligafisﬁ; i;s;éa b;
Sallie Mae which are guaranteed by the Secretary.
Previous law provided that the Secretary could disapprove the issue of

both guaranteed and non-guaranteed obligations issued by the Sallie Mae.

New Authorities

The amendments authorized Sallie Mae, or its agent, to act asg a direct
lender to make consolidated or extended repayment insured loans to borrowers
who have insured loans from more than one lender in excess of $7,500 or from
one lender in excess of $5,000. The amendments provided that Sallie Mae may
designate a State student loan guarantee agency as its agent under this part.,

Sallie Mae is authorized, upon approval by the Secretary, and in con~
sultation with and the agreement of a representative of the State agency, to
make direct loans to borrowers in States where there are substantial numbers
of students who are unable tovbbtain‘insured loans from commercial 1e£ders.

Sallie Mae is authorized, with the approval of the Secretary, in States
that have not established a guarantee agency or an agency to act as a direct
lender to students unable to obtain insured loans from commericial lenders,

to act as a direct lender to those students.

) 3/ sallie Mae which has funded its operations primarily through obliga—
tions guaranteed by the Secretary of Education through the Federal Financing
Bank (FFB) entered into an agrveement on March 1, 1981, with the Secretary of
Education and the Secretary of the Treasury to cease using FFB funds on Seb~
 tember 30, 1982, or when the total FFB borrowing reaches $5.0 billion.
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Sallie Mae is authorized to provide .dvances and set the repayment
terms, to any agency or eligible lender that would be unzhle to make GSLs

without such assistance. -

' Summary of Congressional Action

House Report: No. 96~520 (Committee on Fducation and Labor) and
No. 96-1337 (Committee of Conference)

Senate Report No. 96-733 accompanying S. 1839 (Committee on Labor
and Human Resources)

Congressional Record:
Vol. 125 (1979): Oct. 29, Nov. 2, 7, considered and
passed House
vol. 126 (1980): June 23, S. 1839 considered in Senate

June 24, H.R. 5192 rconsidered and
passed in lieu of S. 1839
Aug. 28, House aj:reed to conference report
Sept. 4, Senate wejected conference report
Sept. 18, House agreed to second conference
report '
Sept. 25, Senate agreed to second confer-
ence
Oct. 3, signed into law by the President

Omnibus Budget Reconciliation Act of 1981 (P.L. 97-35)
L}

Purpose

The Reconciliation Act authorizes Sallie ﬁae to serve as a secondary
market and warehouse facility for non-insured (non~Fedecal) student loana
and to assure nationwide coverare of loan insurance.

Previous law only authorized Sallie Mae to serve as a secondary market

and purchasing authority for insured student loans.

Warehousing and Purchasing Authority

Sallie Mae is authorized to deal in obligations issued by State agencies
<

or eligiblellenders.

77
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Previous law did not authorize the Association to deal in obliearions

issied uy buate agencies or igibl: ‘ers,

Capital Structure and Financing Authority

Sallie Mae is authorized to insure GSLs in States ;here the Department
of Educaticn determines that loan demand is not being met bf the established
State agency, or where there is no State agency willing or able to pravide
GSLs. ‘

Previous law onlv authorized Sallie Mae to make direct -loans in areas
where the Department of Education in consulation with and agreement of the
State agency that loan demand is not being met by commerical lenders.

The Board of Directors is authorized to undertake unv other activity
which it determines to be in furtherance of proerams of either insured or
uninsureq student loans, or that otherwise support the credit needs of
students.

Previous law did not contain a similar provision.

Sallie Mae's ohligations are to be considerea as Government obligations
for the purposes of bankruptecy proceedings. ‘

Previous law did not contain a similar provision.

Sallie Mae is authorized to consolidate loans for WEAL borrowers.

Previous law only authorized Sallie Mae :o.purchase, service, sell and

make warehouse advances on loans made by program lenders.

Summary of Congressional Action

House Reports: No. 97-138, vols. I-III (Committee on the ﬁudget) and
No. %7-208 bks. 1, 2 (Committee of Conference)

- Senate Report: No. 97-139 accompanying S. 1377 (Committee on the Budget)
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Congressional Record, Vol, 127 (1981):
June 22-25,.S. 1377 considered and passed Senate
June 25, 26, considered and passed House .
July 13, considered and passed Senate, amewsed in lieu of S. 1377
July 31, House and Senate agreed to conference report
Aug. 13, signed into law by the President

Nider Americans Act Amendments of 1981 (P.L. 97-115)

Capitai Structure and Financing Authority

These amendments provided that all creditors (through September 30,
1982) would have equal priority to Sallie Mae's assets if Sallie Mae were
to seek relief.in case of financial distress, by any areas other than
voluntary liquidation. The apparent intent of this amendment was .to improve
the acceptance by investors of Sallie Mae's non-guaranteed obligations by
placing all of Sallie Mae's debtf obligations on an equal footing under all
possible bankrupt arrangements.

Previous law provided that the Federal Government would have first pri-,
ority access to any of Sallie Mae's assets unless Sallie Mae were to seek

a voluntary liquidation under the Federal bankruor statutes.’

Summary af Congressional Action

House Reports: No. 97-70 accompanying H.R. 3046 (Committee on Education
and Labor) and No. 97-386 (Committee of
Cornference) :

Senate Report: No. 97-15% (Committee on Labor and Human Resources)

Congressicnal Record, Vol. 127 (1981):
Nov. 2, considered and passed Senate
Nov. 20, H.R. 3046 considered and passed House; proceedings
vacated and S, 1086, amended, passed in lieu
Dec. 11, Senate agreed to conference report.
Dec. 16, House agreed to conference report

79
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Description of Salliu Mae Services

1. loan Sale Program —--- Sallie Mae purchases loans from a lender's
GSL, portfolio. . .
Benefits to lenders:
1) Source of liquidity
2) 1Increass portfolio profitability

2. Warehousing Advance Program--- Lenders borrow from Sallie Mae

againat the security of their outstanding
GSL portfolio {(during 1981, Sallie Mae
accepted obligations igsued by U.S. as
collateral for a warehousing advance)
Benefita to lenders:

1) Convenient source of loan funds to

meot increasing student loan demand

other

3. Forward Purchase Commitment Program --- Lenders have the option to sell
portfolios of student loans to
Sallie Mae, and Sallie Mae is
obligated to purchase a specified
amount of astudent loans over a
specified period cf time.
Attractive to State agencies issuing
tudant loan r bongls as a
sourcs of fundiny for gulranteed
student loans. The commitment can

. assist the agency in obtaining a '

more favorabls bond rating by assuring
bondholders that funds will be
svailable for meeting future principal
and intereat payments.

4. Yorward Financing Comnitment Program =-- Sallie Mae makes 8 commitment
to lend funds to lenders at a
future date for financing student
loans. lenders are not required
to provide collateral until
funds are drawn down.

S. Line of Credit Program -~-- Lenders, for 4 fes, can draw down and repay
: funds without limitation, as long as the
total outstanding at any one time does not

exces. ths amount of the lina.

O
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6. Seller/Serviting Program ===
!

6

Pormits lenders %:0 sell student loans to N
Sallie Mae while retaining the responsibility.’ )
for. servicing the loans under a. fee arrangement.
Attractive to high-volume GSLP lenders wh .
have made a substantial commitment to the

establishment of effective student loan sewiéing
systems. R . .j“~~:

7. Loan Consolidation Program (OPTIONS) ~-- Enables porrowers with high: student

ERIC
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loan indebtedness to refinance

#: outstanding student loan by
obtaining a new longer-term guaranteed
student loan from Sallie Mae.
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Sallie Mae Options (Consolidated) loans

" Volume New lLoans

. GSLB/AS/4-9-82 .

FY 1982 0 -5

1st QTR 158 '1,834,002.79

2nd QTR 474 5,757,383.27
632 $ 7,591,386.06

Options' Interest Rate "
Average Consolidated loan § 12,011.69

Average Option's loan period 13 years

Source of Loans Consolidated under OPTIONS:

FY 1982 GSL NDSL

1st QTR $1,627,693.54 $ 206,309.25

2nd QTR 5,274,037.02 483,346,25 !
. 401,730.56 $ 689,655,50

Sof § 918 -1

© . 12-675°0 < 83 -5
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Sallie Mae Financing Highlights

Since 1974, Sallie Mae has met all of its debt needs thru Pederal Financing
Bank {FFPB) borrowirgs. However, in March 1981, Sallie Mae agreed to
discontinue further FFB boirowings, either at the time that outstanding
Fr8 debt reached $5 billion or by September 30, 1982. This decision

was consistent with the Administration‘s desire to reduce federal credit
activitieg. The final take down of PFE funds occurred in January 1982./
A summary of sallie Mae's $5 billion debt %o FFB by maturity yesr is as
follows: -

1986-1995; $30 million annually $ 300 million
1995 2.650 billion
1996 1.650 billion
1997 400Afillion

$5.000 hillion

In May 1981, Sallie Mae begnn offering discount notes, with maturities

of up to one year, through sslected securities dealers, During 1981, sales
of discount notes totalled 54.5 billion. At year-end (Dec. 31, 198l),
dim.m.-.: notes outstanding totalled $419 million,+

In February 1982, Sallie Mae issued its first 3—year floating rate note
of $250 million. This floating rate note proved immediately attractive
to investors seeking relief from interest rate volatility because the -
interest rate 'is reset weekly based upon auction yields on 91-day U.S.
Traasury bills.,

During 1982, Sallie Mae expects to sell lpproximataly $1 billion in
floating rate nctes to fund new student loan assets (loan purchases
and warehousing advances) and will continue ulling discount notes for
cash flow purpoaes.

: "
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STUDENT LOAN HAHKETING ASSOCIATIOH

CONMIZAENTS SUMIARY
- DECEMBER 31, 1081
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Claims Paid té Sallie Mae

f24 Fist e ToTAL
80 L oS2.2M $8.4 M  §32.6 M
79 $21.5 M $3.1 M $24.6 M
78 A No Call Repqrt

77 ©osiamM $.9 M s2.0m

Source: Call Report Data
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T  STUDRNT LOM MABKETING ASSOCIATION:
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Contractors Sallie Mas usél to service its Student Loan puctfolio

1. Academic Financial Services Corp., a subsidiary of First
Chicago Corp.

‘2, Student Loan Servicing cénter of the First National ?ank of Minnedpoli;.
3. chhov; l“Setviceﬁ, Inc., a subsidiary of Wachovia Corp.

4. Bank ¢f America ‘

5. Pennsylvania Higher Education Assistance Authority

6. Unipac SAinces Corp. (OPTIONS)

7. B8tudsnt Loan Repayment Center, Fairfax, Va.

8. Student Loan Repayment C'enéet, Sallie Mae (in-house)
9. United Studeht Aid Funde, Inc. (USAF)

10, Computer s;wic;l Ir;c. {csI1)
11, Hlliach;llatta digher Education Assistance Corp.

12. Wisconsin : -:wr Rducational Aids Board

13. Connscticut Student Loan Foundation
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Senator RANDoOLPH. Off the record.

[Discussion off the record.]

Senator StaFForp. Thank you, Senator. (

I would note that our first panel is at the witness table, and look-
ing at both of the panels, the Chair notes that we have both a Fox
and a Hawk here today, which means it is lucky there are no
chickens in the room.

The first witness will be Mr. Edward A. Fox, president, Student
Loan Marketing Association, to be followed by Mr. Edward A.
McCabe, chairman of the board of the same association, both of
Washington.

Mr. Fox?

Mr. Fox. Mr. McCabe will precede me. Thank you, Senator.

Senator StaFrorp. Mr. McCabe will go first, all right.

STATEMENT OF EDWARD A. McCABE, CHAIRMAN OF THE BOARD,

- STUDENT LOAN MARKETING ASSOCIATION, WASHINGTGN, D.C.,
AND EDWARD A. FOX, PRESIDENT AND CHIEF EXECUTIVE OF-

. FICER, STUDENT LOAN MARKETING ASSOCIATION, WASHING-
TON, D.C.

Mr. McCask. Thank you, Mr. Chairman. I appreciate your open-
ing comments, and I particularly appreciate those of Senator Ran-
dolph. This is a large, a complex and growing financial institution.
I am delighted to hear the extent of the research and the work
" that has been done and is underway at the staff level here to devel-
op a better understanding of these operations.

It is important that you know about us, and we want you to
know about us, and to the extent these hearings can help in that
regard, we are doubly delighted.

Senator StaFForD. Would you be willing to pull the mike up a
little closer, Mr. McCabe, please? , :

Mr. McCase. I was appointed chairman of this board by the
President in November 1981, and this was a particularly pleasing
appointment to me because I had been the organizing chairman of
this company back in 1972 and served as chairman of the board of
directors for the first 6 years until late 1978.

As has been said, Sallie Mae is a private, for-profit corporation,
so established by Congress 10 years ago. It provides a secondary
market and a warehousing facility for lenders to make guaranteed
loans to students. Its mission generally is to support student credit.

I think it is important to keep in mind that it is owned by its
- shareholders. It pays dividends to those shareholders and it pays
- substantial Federal taxes. The corporation that I left, Mr. Chair-
~ man, in 1978 at the end of my term as chairman is very different -

from the one I returned to in 1981. , . '

In 1978, Sallie Mae’s total assets were less than $1 billion, and
now they total $6.5 billion. The Warehousing Advance Program—
the one by which money is loaned to institutions to make student
loans—provided $182.5 million in calendar year 1978, and in 1981 it
was up to $1.4 billion. o ,
- The Loan Sale Program—the one by which Sallie Mae buys exist-
ing loans from lenders—had a portfolio in 1978 slightly over $500

million, and in 1981 it had grown to $2 billion. In 1978, Sallie Mae . - -

9y
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dealt with over 200 lenders, and now deals with over 1,300 lenders
nationwide. :

We believe the corporation has kept pace with the growth in the
guaranteed student loan program. In addition to the growth in
assets I just mentioned, it has grown in complexity as well, imple-
menting numerous new programs that provide liquidity to lenders
and support the guaranteed student loan program. The community
lender program, the seller servicing program, the Government se-
curities advance program, and the loan consolidation program are
a few examples of these.

In addition, and quite importantly, in this past year Sallie Mae
has raised all its operating funds in the public capital markets,
thereby providing funds to support the Guaranteed student loan
program from private, nongovernmental sources. I am happy to
report that Sallie Mae’s debt offerings have been well received in
the marketplace. I believe Sallic Mae has shown through its
‘growth and diversity the viability of sunport for a social program
by a private corporation.

The Board of Directors of Sallie Mae was designed by Congress to
direct policy for the corporation. The Board is made up of all out-
siders; there are no employee directors. The day-to-day operations
of the company are left to management under the direction of Mr.
Edward A. Fox, the President of Sallie Mae, who is here with me.

However, the Board takes very seriously the mandate of the
Higher Education Act that Sallie Mae is designed specifically to
support student credit. All policy decisions on the direction of
Sallie Mae's program are maca by the Board, which weighs careful-
ly the needs of the guaranteed student loan program in creating
and administering these programs. :

Sallie Mae’s 21-member Board represents the diversity of the
guaranteed student loan prograsn itself. Seven public directors ap-
pointed-by the President come from backgrounds of banking, insur-
ance, the legal profession, business and education.

The voting stock of Sallie Mae may, by statute, be owned only by
financial and educational institutions that participate in the guar-
anteed student loan program. Seven directors are elected by educa-
tional institutions that are stockholders. These educational direc-
tors come from private and public colleges and from state agencies. -
The seven directors elected by the financial institutions that are
stockholders come from all types of financial institutions, large and
small, and thrift institutions as well.

Sallie Mae is charged with the responsibility of responding to the
needs of the guaranteed student loan program. To this end, the
Board has prescribed a range of programs to respond to the vary-
~_ing needs of different types of lenders, and to respond quickly to
- changes in the guaranteed student loan program.

. 'Mr. Chairman, with that very quick overview, I will ask our
President and Chief Executive Officer, Mr. Edward A. Fox, to my
right here, to discuss current corporate programs, and then he and
I wili try to answer any questions you may have.

" Senator Starrorp. Thank you very much, Mr. McCabe.

Mr. Fox, we would be glad to hear from you.

Mr. Fox. Thank you, Senator. It is a particular pleasure to be in-
troduced by Ed McCabe because he hired me as the first employee

A
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of Sallie Mae 9 years ago when this was just an idea, a piece of
legislation that had been approved by the Congress. It was a corpo-.
ration that had a great deal of potential but absolutely no assets,
no income, and not even a place to sit. . . :

In the last 9 years, we have built this corporation to $6.5 billion. .
To give you an idea of just how it might compare with other insti-
tutions, that would make Sallie Mae the equivalent of about the
35th or 40th largest bank in the United States—-$6.5 billion worth .
of assets, all of which assets are totally employed in the pursuit
and support of the guaranteed student loan prograr. :

These programs include loan programs, purchase programs, and
commitment programs, putting up a very significant amount of
money in support of the underiying GSLP and more modest-sized
loan programs established by the Congress. - :

The support, that we have given in all of these programs is equal
to approximately 30 percent of all the, dollars totally committed
today to the GSLP. If you were to take the programs that support
housing, you would find that our one organization provides propor-

tionately more credit than all of the combined seccudary markets .

in support of housirg on # nationwide basis. So, we feel that we
have had a very positive and very supporting impact in both the
growth and support and management of the guaranteed student
ioan program, .

There are one or two other comments I would like to make
before returning it to you, sir, for questions. The thrust and trend
of the corporatior: over the last few years, by congressional attitude
and by necessity, has been to make this a more conservative entity
. because you have asked us to become a totally private corporation,.
to finance ourselves in the private capital markets, to break what-
ever connections that we do have with the Federal Financing Bank
and with the Federal Government, and to learn to be a self-suffi-
cient entity and a tax-paying entity that builds itself on the basis
of its balance sheet, its earning statement, snd through its ability
to raise capital in support of these programs in the private capital
markets without using any tax resources as appropriated by the
Congress. , -

We are doing that and we are doing so at a higher cost, absorb-
ing much of it. We are trying very hard to continue to provide
service as a private corporation, dependent on our ability as a suc--
cessful business to attract capitat: C o :

Under our statute we are subject to audit by the Treasury De-

partment since inception, we have been providing the Department

with appropriate information for their review. S
In terms of our earnings, we make less than one-half of 1 cent

per dollar on the assets that we hold. And we find that if we were

to compare ourselves with the 100 largest banks in the banking
system, while we wouid be approximately the 35th largest bank in.
the country, our earnings would be at the very bottom of the list of
those institutions. o ‘ ’

We would find that our Federal tax rate.woi;ld be the highevsffaf' v
any- of the 100 largest banks in the United States. We would find -~

that our return on assets would be one of the lowest. We would -
- find that our capital, proportionate to our:size, would be just about = -
the lowest. . e S o o

RS R
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We feel that we have to survive on the strength of that balance
sheet in order to attract capital and provide service in support of
the guaranteed student loan program. And with the direction of
the board of directors, which is representative of the entire student
loan program, we are moving to try to manage consistent with the
needs of all the constituencies in higher education in support of the
guaranteed student Joan program.

Senator, that ends my statement. We have given you a great deal
of material, and hopefully we do not have to repeat all of that, for
the record.

Senator StarFForp. Thank you very much, Mr. Fox. We will place
your entire statement in the record as if read.

[The prepared statement of Mr. Fox and joint responses of Mr.
McCabe and Mr. Fox to questions asked by Senators Hatch, Ran-
dolph, and Stafford, follow:]
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TESTIMONY OF
EDWARD A. FOX

STUDENT LOAN MARKETiNG ASSOCIATION

The Student Loan Marketing Association (Sallie Mae) is

" a private, for-profit éorpotation chartered by Congress to

_provide a national secondary market for insured student loans

made by priQaté or state lenders under the federally-sponsored
Guaranteed Stﬁdent ﬂoén frogram (GSLP) and Héaltﬁ Education
Assistance Loan P;oéram (HEAL) .

By law, Sallie Mae is structured along traditional
corporate lénes, with total responsibilities in the hands of a

board of directors and a management team. The President of the

1
United States appoints one-third of the 2l-member board and

designates the chairman from among the full membership. By
statute, financial and educational institutions are pérmitted to

own shares of_votiﬁg stock of the corporation and each group

_elects. one-third of the board of directors.

Sallie Mae provides a broad spectrum of private and

. state lenders--commercial banks, thrift institutions, credit

unions, state agencies and other lenders~-with a ‘source of

"liquidity. It offers such lenders the opportunity to sell

student loans at cash value or to borrow additional funds to

!
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i

‘loans as collatéral, thus serving as a secondary market for

student loans.
In 1980, amendments to the basic enablinq legislation,
the Higher Education Act of 1965, enlarged Sallie Mae's statutory

program and financing authority. Specific.provisicns authorize

" the corporation to consolidate or refinance student loans, to

lend funds directly :o state agencies where there is a certified
shortage of loan capital, and to serve as a direct lender in
states where there is a severe student loan shortage. Various
amendments were included in the Omﬁibus Budget Reconciliation
Act of 1981 broadening Sallie Mae's authorities as a prospective
"safety net” in support of student credit. These include the
right to purchase student loan revenue bonds and, with the
approval of the Secretary of Education, to be an insurer under
certain specific and limi:s2 conditions. A detailed discussivn
éf these amendments can be found in the appendix tO»this
testimony. ' i

In nine years of operation, Sallie Mae has proviaed
more than $7.5 billion of support to lenders under the GSLPT Ls
of July 31, 1982, its investment of $5.6 billion in the. GSLP was
equal to approximately 30 pércent of all insured student loans
outstanding. This cdmpares'favoraﬂi§ with‘the experience of all

government-sbpnsored housing secondary market activities which
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have ranged betwesn 15 and 24 percent during the past five
years. '

Sallie Mae has worked with 1,307 ‘lenders providing
direct or indirect financial assistance to millions of studénts
in 51 states and territories. They include commercial‘banks,
savings bénks, thrift institutions, credit unions, educational
institutions, state agencies and state secondary markeﬁs. It
has assisted in finanéing statewide programs in 17 states and:
the District of Columbia. ’

Sallie Mae obtains funds for its operatidns primarily
from the sale of its debt obligations. In recent years it has
financed its activities principally through the issuance ﬁo the
Federal Financing Bank (FFB) of debt obligations gua;an;ged by
the Secretary of Education. As announced by Secretary.éégan on
May 7, 1981, Sallie Mae has begun borroyiné in the public
markets without thquguarantee of the federal governmeﬁt.

The corporation is expected to meet the same p;ofit
and loss standards, including a return on stockholdérs"equity,
as a business without a government link. It pays full federal : .
income taxes and has received no federal appropriétions during
its entire history. sSallie Mae has severed its ties with the

-

federal government in connection with its funding activities.

- Its objective is to achieve its primary social purpose of

expanding credit in support of access to postsecondary education. -
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by operating as a business organizat1on subject to the: d15c1pr1nes

'and opportun1t1es of the marketplace. As such Sallie Mae

cons1ders itself to be a prototype for transforming a quasr—
government organlzatlon 1nto a- pr1vate sector corporation that

funct1ons eff1c1ently and prof1tably while fulf1111ng 1ts

or191nal publ1c service purpose.

Dur1ng 1981, Sall1e Mae prov1aed $2.5 bllllon of

secondary market support for the GSLP, a dramat1c increase over

the $1.4 b1ll1on 1n 1980. Dur1ng the year the corporat1on s

. » ®
hold1ngs of student loan related asuets 1ncreased by 86 percent
over 1980. From December 31, 1977, through June ‘30, 1982, the

corporat1on ‘has grown approx1mately 12 fold from $500 m1111on to

.over $6.1 b1111on. Saliie Mae purchased $1 billion of guaran—

teed student loans in 1981, ‘representing. over l 400 transactions

'from 1nst1tut1ons in-almost every state in the unlon. Dur1ng

1982 .Sallie Mae expects to increase, moderately its dollar

‘volume of loan purchases against the 1981 performance. warenb
>hous1ng advances (loans) totalled $1, 4 b1111on in 1981
dramat1c 1ncrease ovér the 5811 million: made ava11able 11 1980.
‘Th1s growth was caused by, lessened 11qu1d1ty in the bank1ng

'system and hlgh interest rates wh1ch, in, comb1natlon, create a

cycl1cal demand for- loans from Sall1e Mae.g Lowered 1nterest
rates and the- prev1ous utlllzatlon of ava11able collateral by

1end1ng 1nst1tut1ons suggest that demand for th1s serv1ce from

<
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;fourth quarter.< Because of the lack of a usable data base to

'results of our pllot program are: ]ust beginning to become avail-

gt

‘i':_S,a‘ll'ie Mae will diminish substantiallyr in-1982. Over $500 3
pmillion of lend1ng 1n the Warehou51ng Advance Program 1n 1981

'was against collateral other than student loans. ThlS authority,.“
.first conta1ned in: the’ 1980 amendments fo the Higher Education
{‘Act, permitted Sallie Mae to finance institutlons that had not

_prev1ously part1c1pated in the GSLP ‘and perm1tted others that

_were lenders-of last—resort to borrowafrom sallie Mae to assure

access to eliolble students. Additionally,_ allie Mae prov1ded

:$800 mlllion of comm1tments to 58 1nst1tutionr in 1981 to e1ther

purchase loans or lend at a future point in t1me. As of June 30,

vl982, such commitments which are cont1ngent liab111t1es of

”the corporation, totalled nearly $900 million.

‘Sallie Mae was’ given the responsibility in the 1980

.amendments to put in-'place’'a Loan Consolidation Program for'
‘pcertain qualifying:students relat1ve 'to the National D1rect:
¢Student Loan'Program (NbSLf and the éSLP{ Approval- from the’
%‘Department of Education was not forihcoming until late in 1981,.

';resulting in a pilot program first be1ng offered dur1ng the‘,

u

f1dent1fy prospect1ve cand1dates_for loan consolidation, and due

5mto an extremely t1me'consumin§ and costlyiprocess‘of origination, -

e

Eable. A pre11m1nary response from high 1naebtedness graduates

-

,"suggests a relat1vely modest interest in the loan cOnsolidation

ﬁopportunity. Hoyever,-Sallle Mae 1s comm1tted to prourding‘loan‘f-
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‘»consolidation to all qualified students

‘15 reqUired to make loans bearing 1nterest at: nine percent ‘in,

i programs in many state lending agencies.

;Wlth the sale of three-year tax-exempt revenue bonds < The :
1student loans acquired by the agencies will have a life:‘

'n'conﬂiderably longer.‘ To the extent that refinancing is

Under current law, all consolidated loans\must beazf

interestkut the rate of seven percent;‘ Statutory authorization

'cases where the GSLP loans being consolidated beayr that rate.

We have informed the Department of" Education that we wlll not

actively solicit nine percent loans for. consolidation-at seven’

- percent and will welcome legislation to allow nine percent con-

'fsolidations.”fb

Another program provided to Sallie Mae in the 1980

*amendments claiified Sallie Mae's ability to lend directly to

“states. The Department of Education has taken the pOSltlon that‘

states borroWing from Sallie Mae on.a direct baSis ‘would qualify

for only a half special interest allowance. Many states have
- approached S.llie Mae during these difficult times in the
wstudent loan revenue bond markets, seeking financing»from Sallie. -

"Mae., The interpretation given to Sallie Mae s authority by the

General Counsel of tne Department of Education, however, "has

:prevented Sallie Mae from prov1ding this assistance. Resolu 1on e

'of this issue isa critical neceSSity for the viabrlity of

, Most state agencies have financed their ‘GSL Programs

.

_hibitively expensive or that legislation either limits or excludesT

i
¥
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'Program, ‘the Congress is going ‘to have to amend the statute--and

“we - ‘leave that to your judgment . \ T

l'by the bank1ng system\ Sallie Mae has-prcv1ded cap1tal in support
':of a lender-of- last—resort program to assure that all qua11f1ed ""

v'prospective borrowers are able to obtain a loan. Th1s program

?\the issuance of student loan revenue. bonds, it is clear that the -

) states must f1nd alternat1ve fund1ng.

The Department of Education has suggeated that as’ an

.alternative Sallie Mae pursue becom1ng a direct lender in those
“states in wh1ch demand cannot be satisfied through a Loans to

. States’ Program. Sallie Mae would prefer to deal .in wholesale

\

Vrather -than reta11 programs but, more 1mportantly, w1th a strong

‘ ex1sting structure of estab11shed state guarantee agencies, it

’seems to us 1nappropr1ate to by-pass or replicate.these'institu-
_tions in prov1d1ng retail services in theircstates. We are

’grat1f1ed that the ma]ority and m1nor1ty “leadership of the. House

and the EiEiEE_ESTTEEESEESQ.!ALhsthe—secretafy'“f—fducation_that-——————

The Department's position was\inconsistent with the intent of

“'the or1g1nal statute. 1f there is to-be a v1able Loans to States -

1 T i

: Dur1ng the past three years, Sallie Mae has provxded a

,secondary market 11 support of . the HEAL Program. Because of -

increased demand for HEAL loans in 1982 and reduced part1cipation‘

| was put in place follow1ng consultation and with the suppor.t of

f‘thewpepartment-oﬁmgealth and Human Serv1ces, bankers and the
EN A . \——\K" . Lo - . ;
’ . T
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approprlate educational institutlons. .

. Var1ous questlons have ar1sen as to the purpecse of

‘amendments to the Sallie Mae prov1$1ons in the Omnibus Budget

Reconciliationvhct of 1981, and the activities of_sallie Mae -

since enactment of these prov1sions.l These amendments werefl :

des1gned such that 1f the Act's changes to the GsLP resulted in

.a reduct1on in lender participation, alternatives would be

ava;lable for student credit.. In.fact, the.Conferees speclfif

cally said thatbuith regard to certain provisions "the authoritg‘

glven Sallie Mae'asionly stand-by author1ty. H.R.Rep.ﬁo.zoaj

97th Cong. ist sess. 743(1981) "Sallie Mae has not‘yet exercised 4

_any of the new author1t1es prov1ded in the Act. In addition,

\two of the~-Sallie Mae amendments were deslgned to correct
\

def1c1enc1es in the language enactedhin the Educat1on Amendments

of 1980 relat1ve to Sallie Mae s f1nanc1ng in the prlvate\caprtal\‘

markers.' You should be aware that recently a small number d}

1nst1tuflons have 1dent1f1ed groups of m1ddle income studerts

who are no longer ellglble for . the GSLP and have: app'oached

Sa111e Mae for- d1scuss~ons relat1ve to. a secondary market for

\
un1nsured student loans. Sall1e\Mae 1s exam1n1ng its appro-t

pr1ate role in support1ng student f1nanc1ng through non- federal
loan programs.

We are apprec1at1ve of the support of the Congressvin-:v

prov1d1ng a tcchnlcal amendment to s 111e Mae s enabl1ng statute .
. e :
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tin 1981 whlch prov1ded that '[t]he priority establ1shed in favor
"of the United States by section 3466 of the Revised Statutes (31
U;SrC. 1915 snall'not establish a priority.over theyindebtedness
'bf'tne‘ASSOciation-issued or incurred on or before September 30,
1982."  This amendment .has created a tempgrary waiver as it'is
limited»to debt issued or incurred prior to September 30, 1982.
VWe bel1eve 1hat this 11m1tat1on should be removed before that
date so that Sa111e Mae w111 continue to be able to f1nance its
activities, to fund outstanding commltments, and to fulf1ll its
congressional mandate of providing liquidity to the student'loan
amarket. b
. “The most signifieaut single development in tha
'finaneial area during 1981 was the negotiation of an agreement
>2w4th Administration officials in March that setathe basic‘gourse
}OL sallie Mae s fund1ng activities in the future. In excnange
tfor an addltlonal $2 b1111on of long term f1nanc1ng author1ty at
‘the FFB (br1ng1ng the total of’ such borrow1ng author1ty to $5
'bllllon) the corporat1on agreed to accelerate the time schedule
-for re-éntry_into. the capital markets to fund'1t5‘act1v1t1es.
Specifically, the agreemént-called for Sallie Mae to end its
’ : . . B : _\\;\' S L.
borrOMing from the FFB by September 30, 1982, or at the time a
total of §$5 billion of such. borrow1ngs was outstanu1ng:f;5a111e

Mae also agreed to’ enter the capltal markets w1thout the use of 1\\

ﬁthe full faith_and- cred1t guarantee of the Department of

w

NG T
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Education_which was originally available untilv0ctober i, 1984

' Working in concert w1th the Treasury Department, th1s agreement

_prov1des a sound base for Sallre ‘Mae to begin f1nanc'ng 1ts'

program acqu1s1t10ns w1thout federal -support, as 1ntended,by

..Congress. Sallie Mae will rely heavily on the public.markets to -

‘fund its operations in 1982;, as only $400 million of additional -

FFB borrowing was available at the end of 1981 and has since
been taken down. ‘ .

= Sallje Mae began its reintroduction to the public
cap1tal markets in May, 1981, by 1ssu1ng short—term d1scount
notes. The notes have been well rece1ved by. 1nvestors, often
trad1ng at lower yields than those offered by other agenc1es.

Through June 30, 1982, more than $10 billion of d1scount notes

- had been sold and redeemed and $403 million were outstand1ngvat,

*hat date. -

The corporatlon intends to rely on 1ntermed1ate term,

var1able -rate debt, rather than on short—term d1scount notes, in’

: spite of the somewhat h1gher costs ant1c1pated from " th1s

strategyr, It is important to» aintain a conservatlve_approach

to,managing Sallie Mae's affairs, given the corporation's high

debt-to-equity ratio. The corporatron s rat1o was 70 to 1 on

‘June 30, 1982, as compared to rat1os of between 18 and 15 to 1

C el 2N

for _the three largest bank1ng 1nst1tut1ons—in Wash1ngton, D. C.,

on .hat date. An instrument has been structured to" protect

';Sallle Mae from certa1n tisks, as the index - for the 1nterest

rate and the t1m1ng of the change of interest rate are v1rtually_




T

’f‘he same as those of the corporation s program assets. 1In fﬁ

ﬂ dd1t10n, a Sallle Mae Management task force has been
festabl1shed to evaluate the feas1b1l1ty of 1ssu1ng a secur1ty in
éthe form of a student loan pass-through or part1c1pat1on cert1f1-i
ycate.. Llso, renewed efforts have been in1t1ated to assess the

.

;opportun1t1es for an’ equity issue;
o VIt is alsc possible that Sa111e Mae w1ll enter the
iEurocred1t markets in 1982 w1th a modest sized debt issue to ¢
:introduce the corporat1on s name to that potent1allv valuaBle'
'source of l1qu1d1ty. Although such an issue is unllkely to be
Tlndexed to u.Ss. Treasury b111s, 1t is expected that be1ng pre—
‘pared for proper market executlon will enable the" corporat1on to
;tap this market at.a prop1t1ous time and’ at -a reasonahle cost.
:Pre11m1nary plannlng for th1s f1nanc1ng is. already underway.

: Under its enabl1ng legislat1on, Sallle Mae is. subject'
ito federal 1ncome takes as a pr1vate, for- -profit corporat1on.
_hTaxes on its 1981 1ncome, both current and deferred, were $14 9 o
fm1111on. Through 1981, Salllé Mae has 1ncurred total tax
yl1abil1ty of $42 mill1on.‘ After provision forxtaxes,:l981
‘corporate earn1ngs were $18:0° m1111on. ‘Dividends of sl.s ‘
Tmllllon (elght percent of earn1ngs) were paid to’ our stock-.'
Jholders., The. remalnder was reta1ned by the corporation and “y i
11nvested 1n further suppor t of student loans. e

Adherance to current and prospectlve regulatory .

51nterpretat10ns and law by those responslble for . servicrng
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75;requites constant attention to deta11 and a comm1tment of

{?mean ingful dollars. It is essential thit all parties be aware’

.

"' of the continual risks that servicing represents'to the entire
. [<3 . . T : .

student loan system.

Serv1W1ng continues to e the most serious issue for

"Sall1e Mae anu other major holders of guaranteed student loans.

Dur1ng 1981, Sallie Mae increased from S‘to 10.the number of :

“contract servicers acting as agent to collect itd loans and

~actively entered the servicing husiness itself. By July 31,

1982, ‘Sallie Mae was collecting at its .own,service center. on

-over -$200 million of student‘loans, or approximately seven

percent of the $2.8 billion of student loans owned. The

corporation has developed its own software'system at consider-

'yable expense ?nd expects to have that system fully ‘tested and - -

functlonrng gdring 1982, enhanc1ng 1ts collection capab111ty and

eff1c1ency. Student'loan serv1c1ng continues to. be plagued by .a

" . lack of commonality among- the requ1rements of the .various

'-guarantors wh1ch results in a plethora of d1ffering routines in

the collect1on sy=tem for each state. Hopefully, -some method

w1ll be’ developed for encourag1ng un1‘orm1ty where d1fferences :

"are not. truly warranted. Other problems related to rost are
"brought about: by frequent leglslat1ve change., For example,
"frecent statutory changes have created 7 percent and 9 percent

'“loans, and the p0351b‘l1ty cf. 8, 12, and 14 percent loans. Thls

increases account1ng and data proces51ng costs, . Other changes .L

:Q,having to do w1th deferment, grace per1od, m1nimum repayment,:F.;

e
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Leligibillty, and the round1ng or lack of rounding of the special
Iallowance to.the nearest h1gher e1ghth of a percent, have
*reguired the separat1on of loans for d1fferent treatment and, in
?some cases,veven the separatlon of the loans of a- 'single borrower.
~Th1s further compl1cates the system and 1ncreases costs., Fora
large holder of student loans, a comb1natLon of c1rcumstances
arelat1ve to an 1nd1v1dual student can requlre some enormously
complex solutlons.' The process is additionally 1mpa1red by the
~r1g1d1ty with wh1ch regulatlons are 1nterpreted, often d1ffer1ng‘
in- each of the lo 1edera1 reglons. 1 would hope that the
fCongress takes note of the operat1onal aspects of any proposed
lchanges in the GSLP so that the intent of the change can be g
jmanaged w1th1n the framework of the ex1st1ng banking systemu
Changes in the bank1ng and f1nanc1al serv1ces industry
could have an 1mpacwvon ‘the GSLP. iwe antlclpate.contlnued
‘movement towards interstate bank1ng and a continuance of
interstate  and interindustry mergers. This trend is accompan1ed
be cont1nued expanslon of f1nanc1al services wh1ch w1ll requ1re o
;a cons1derable amount of systems and data process1ng support.
HWe are not conv1nced that the financial 1ndustry 1s w1ll1ng to
‘comm1t large dollar amounts or tc give first pr10r1ty for
fchanges and- development of student loan systems. We -are also

;aware of the bank1ng system $ lack of 1nterest in tne parent:

'loan program,-pr1mar11y because*of the high costs associated’

ERIC
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wlch 1mmed15te collection,_operatlonal problems, the 1mpact on .
other lending, and the probab111tylof change. “"-", S

' ) Another concern has £6 do with the deter1o'ated
condltlon ‘of the mun1c1pal bond market. The maJor part1c1pants
as buyers have been commerc1al banks and 1nsurance compan1es
dur1ng the last twenty years.. Commercral banks have S1gn1f1-

cantly reduced ‘their appet1te for mun1c1pal bonds as other forms

of tax-reduclng transact1ons, such as leas1ng, have become o
: ava11able to them. Casualty insurance companles as a group are
less prof1table and 50 have less income to shelter through the
rpurchase of tax- free secur1t1es._ That puts the burden on
1nd1v1duals and,‘srnce the 1981 tax leglslat1on has reduced the
» max1mum tax rate on unearned income from 70 percent to 50
»percent, tax—free secur1t1es ate less attract1ve. The result is
- avsigniflcantﬂlncrease.1nnthencostAof.market1ng~mun1c1pal—bonds,ji
and, qu1te spec1f1cally, the cost of issuing student loan .k J_ ﬂ
"Yevenue bonds. This year one maJor state pa1d about 13 percent,v~
- all costs 1ncluded for a lO-year bond 1ssue. To . the extent
that the market does not 1mprove, many states who prov1de pr1mary
w’and secondary market serv1ces in support of the GSLP will have
d1ff1culty in . cont1nu1ng to érov1de serv1ce to’ ellg1ble studentslf
and 1nst1tutlons. Ve are aware that th1s source of f1nanc1ng 1s.'
‘:Lnder cons1de'atlon th1s week 1n the conference on the tax b1ll..ﬁ

Sallle Mae will also be faced w1th cons1derably hlgher“'

O
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,costs of funds’in 1982, financlng 1tself in pr1vate capital
”:markets w1thout the full fa1th and cred1t of the Un1ted Statesr
:e‘There is also a question as to the . amount of funds which w1ll be;,
::avallable to Sall1e yae in the marketplace. Systems development:'
'?and control costs and serv1c1ng fees as d1scussed ear11er w1ll

-‘also add to Sallle Mae's expenses. The reduced ava1lab111ty of-p

zfunds, the htgh cost, and h19her.operat1ng expenses w1ll,r1n a
b’probab1l1ty, result in a chang1no role for sallie Mae proportlonate

to ‘the GSLP. o

The cost of funds to f1nan01al 1ntermed'ar1es, state

’agencies, and Sallie Mae is a functlon of the marketplace and

7w1ll have to be managed 1n a. soph1st1cated and, hopefully, in a

successful manner by each 1nst1tut1on. But) the costs ‘

"assoc1ated w1th regulation and sysLem development and ”ollection:
.,can he 1mproved through s1mpl1ficatlon of the underly1ng GSLP ‘

program, and we would welcome any move in that d1rectlon.w

Thank you very much Mr. Cha1rman, for the opportun1tv

to present these comments.
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l.b You state your return on assets is low. and that you ‘are at- .

. has declined from .89 per-ent in 1977 to .46 percent, on an after-

;kgeduﬂated about the role.and performance of: Sallie ‘Mae to induce .7 -
- purchase’ of its securities. This was particularly difficult because

‘Banker indicates that Sallie Mae's 1981 ROA performance would: rank:

‘commercial banks.. It is essential that the corporation improve this
. key ratio to further: stimulate investor confidence and support.
Traditionally, well-manage‘, large commercial banks have-a 75° to 100

and .1974 with:the full faith and: credit of the United States, it was
not-until 1979 that the corporation entered the private capital.

.‘securities-are sold in what is referred to as the "government agency.

~»."has been successful in: making the transition from the’ Federal
. Financing Bank to.the: pr1vate capital, markéts, but with the: . S
'ant1c1pated substantial increase in-cost to the corporation.;-Sallie
- Mae's cost .of funds ‘has’at: times: ‘been greater than some of the
financial Yintermediaries wh
- Student’ Loan Program. and,’ a.
-cons1derably higher than thac. of tax-free revenue bond issuers.

: 104 -

" QUESTIONS FROM SENATOR HATCH

oo

a"diszdvantage with. respect to other competitors. in the ..~
private credit market. Has. this disadvantage been o

* reflected in a higher cost to you in that market or in o
" greater. d1fficulty in’ moving Yyour bond issues than others RS
experience? TR K : ; y

r

- Over the last five years,- Sallie Mae'-'retu'n on assets

federal -income tax basis.” Information published by the American -

the .corporation in the lowest quartile when compared with major U.S.

basis point ROA. - While 'Sallie Mae first sold its securities in 1973

markets.in its own name and without federal guarantee. Its.:

market" along with such entities as FNMA,  Farm Credit’
Administration, Federal Home Loan 'Banks, and other government and»
quasi-government corporations. The security buying public ‘had to:/fe

of “the public perceptlon of student loans in general.- Sallie Mae -

vare primary. lenders in the Guaranteed
‘a tax-paying institution, has been

G1ven Sallie Mae's dependency on. the pr1vate capital

. :markets, prospect1ve purchasers of our securities will be looking a
" -~ a number-of - indices of-corporate performance ‘and ‘health, including
';Jreturn on assets, as they lock at .a variety of investment choices.;,

'You state you,believe your debt- o-equity ratio to be
higher. than you would like--but are-you'not at much. less

risk in fact-than other- highly leveraged businesses because.
of the many federal guarantees and subsidies involved?v*:'

Sallie Mae s debt to- equity ratio in. early 1982, wasﬁ

"fapproximately 72:1; ‘As-a general reference and for purposes of

comparison, other quasi-government entities range to as high, as - S
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35:1} commercial bank holding companies to as high as 29:1, major
..commerical barks to as high as 20:1, and large consumer financial
. companies up to 8:l. . .

_The risk to Sallie Mae is not only the perception’ and

‘realitf that we are more‘high}y leveraged than many other major .
. financial institutions in the United States,. but that this leverage

multiplies. impact of what aay be perceived as minimal internal or
external changes in the program or economy. Beyond the potential
for principal loss, it must be recognized that in 1981, Sallie Mae

earned 45 cents on each $100 of student loan assets held. Each
" system change, statutory or regulatory change, increase in postage,

increase in servicing fees, or other change due to inflation that
occurs after the asset has been acquired, erodes the yiéld on the - -

- existing ‘asset base. 1In a highly leveraged environment such as

Sallie Mae's, the impact of such change. can be dramatic on the
earnings and on the equity base and it is essential that the
corporation be managed prudently to. strengthen its equity base so as
to continue to'be able to attract capital in support of its social
purpose.

3. You state your desire to bring your debt-to-equity ratio
down. Do you envision accomplishing this by increasing
-stockholders' equity since, if anything, it appears your
debt will rise substantially as you float more bond issues?

: Siﬁce inception through mid-1982, Sallie Mae has earned
$121 million of which $6 million has been paid in dividends, $56

‘. million has been paid in federal income taxes, and approximately $59
- million has been retained as equity and reinvested in programs of’

the corporation. Clearly, the corporation has retained a very )
significant portion of its after-tax earnings to augment its capital
base.” The return to stockholders of less than 5 percent of the

earnings-of the corpcration in the first 9:years of its éxistence is

‘considerably below the approximately 30 percent of earnings that

most other financjal institutions in aggregate pay back to their
stockholders, and is accepted by Sallie Mae stockholders 'in
supporting the-corporation's long-term growth and commitment to
service. Consistent with the experience of other quasi-government
corporations, such as FNMA and Comsat, Sallie Mae.'will explore
alternate means of strengthening and adding to its capital base,
including the further issuance of common or preferred stock, .
convertible securities, or subordinated debt. It is our hope.tha

“over the next five years there will be continued progress through

internally and externally generated capital funds to significaatly
reduce the corporation's debt-to-equity ratio. :

v

el
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'regardless of the reason of such grivatization, there are a number, .
-of 'immediate concerns. Assuming.that issues of governance, : -

- of time the balance sheet would have tp be further structured to
. look more like a private corporation's: balance sheet,|¢.e., reduce |

our legislation would have to be withdrawn: grédually. “The .
_corporation has begun the process of privatxzing itself in a: number °

. next few years; the management of its programs\and the pricing of
“its services in accordance with the cost of itd, current-and future .
. funding; the implementation of.a larger.staff and the creation'of a.. -

-that would be worthy of the support of sgecurity. purchasers. Any ...
. attempt to shift from this gradual. approach to an aRkrupt. change  of

- resulting in significant and immediate increases in.cgsts to the’

; 4eb-' what would be the effect of such increased competition on

;market providing-credit in a variety of means to all'eligible o
participants -in student loan programs. puring the past. ten’ years, a"‘
.number of institutions, including ‘commercial banks and state : "%
- ‘dgencies, have undertaken  to emulate Sallie Mae's programs.. By’ .-
"yirtue of state law or regulation, choice of market, availability qf<‘

L e

\
4.a. If Congres' weée to make Sallie Mae a fully pr1vate actor B

in the. erketplace, e.g., by enacting legislation.
empowering other“financial institutions to do the. same o
. . things that Sallfﬁ Mae does in all areas, and’ removing from’
. her any power or skatus which could not be opened.up in . - . |
this way (except for ‘the preservation of rights and duties”
concerning business ‘originated under the current set-up),
would this be detrimental to Sallie Mau's income. or
- financial condition? {leasq be ‘as complete as you can.

If the congress deciaed co rully privatxze Sallie ‘Mae,

corporate stTucture, and corporate purpose could be adequately
defined prior to such.a resolution, here would be a significant
time period required to. make the actdal transition.. Over'a period.-7:

debt- to-equity ratio, enhance capital base, enhance earnings, -and -
the various attributes of a quasi—government corporation conferring-"
agency status on our securities in the makketplace and which are in

of ways~-including. the sale of its debt securities in the private
capital markets;.the possxbilxty of expanding:equity sales in the "

student loan servicing center--designed:over a périod of years to' -
create a balance sheet and’ earnings trend, and anaindustry positxon

status could materially change investors' perceptiontof Sallie Mae,

corporatxon. Given the very modest capital base relative to the
gize of the corporatxon,’a possibility:is 'that our- securities could‘

not get sold immediately, requiring a return to the Pedéral ‘
Financing Bank or: other federal . remedy.,.mv. o ‘.L 5,

S,

Lt

the federal student loan delxvery system? sy

Congress created Sallie Mae to. be. a national secondary

funds, or aVailability of servicing 1nfrnst'ucture, rany of these A%
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~ institutions have been limited or have limited their participation

in the. student loan program. Indeed, Some have participated and-
“then- dropped out, creating hardships for those unable to secure .
-+ student credit. Sallie Mae has consistently offered its programs on
“a nationwide basis and plans to continue to do-so. “To the extent:
~that increased competition provides choice and the availability of: -
‘capital to a larger number of students 'and parents, Sallie Mae
.welcomes competition. .The risk to . the -program is that  increased
‘competition in the short-term might weaken the corporation so that .
. in’the long-term it could be difficult for Sallie ‘1ae to satisfy all .~
appropriate credit demands, when it may be the only nationa
participant %ﬁ the marketplace. PR e

. ‘e
-

5.a. " - +You state it .is necessary to maintain a healthy growth in’
: - stockholders' equity and in dividends in order to inspire
- enough confidence in investors to attract them to your .
obligatiens in the private capital market. -However, is it .
not true that the type of sophisticated investors who move
in that market will scrutinize the financial condition an
. operation of Sallie Mae beyond these two measures? = ' . ..

e - Participants in the institutional fixed-income markets .

.- where Sallie Mae operates-scrutinize everyY aspect of our financial
condition, starting with our equity account, which is commonly -
referred to as "the cushion," to absorb unexpected business N
reversals. .Our earning streams and every conceivable aspect of our
financial :operation are reviewed by analysts of major .institutions
prior to investment in olr program. .

- 5.b. » For example, even if Sallie Mae paid no dividends -but
rather plowed ail of its net income back into additional .
studént loans, would this matter to prospective Sallie Mae
‘bond purchasers, and if so, in what way? .

[ -Sallie Mae has a.large number of shareholders who
~.invested capital in the corporation with expectation of reasonable
reward, both current and long-term. 'Our Shareholders havée. .
recognized the need to build our capital base through retained.
.~ earnings and have. accepted a.less than usual current return.in the
"« - form of dividends. Ultimately, a larger:share of the earnings may
.7 have-to be distributed to shareholders, particularly if the. K
- corporation wishes to broaden its capital base through the sale of -

.-additional shares to a larger potential group of purchasers. B

:.". ‘Bondholders _generally would be more: interested in the general

-~ . economic and financial well-being of the corporation and the

..~ adequacy of capital accounts. o :

)
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. 5.C. - Does.the 1ssuance of stock at this point‘represent'a
L significant source of funds for Sallie Mae?*

The issuance of stock could represen': & sign.ficant
sourge of additional funds for Sallie Mae, addiny to our equity
account, reducing’ our leverage ratio, and- prov1ding funds for
acqulsitlon of student loan a%sets.'

: /' sallie Mae has considered the poss1b111ty of selling

.'w additional shares during the past few years, but the equltj markets

' in general, the markets for- share ‘in financial institutions
particularly, and ‘the below book. value market for Sallie Mae shares,
have ‘been inhibitants to such an offering.

5.4. - Further, would it make any real difference to prospective

. bond purchasers whether Sallie Mae accumylated additional .
shareholders' equity or simply maintained its cucrent
figure by voluntarily using accrued earnings . in.other
areas? - In other words, is not the fundamental health of
such an organization as yours and the .status of its

accounts for bond servicing more important to bond

‘_f1nvestors than the particular _use to which the co:poratlon
S puts 1ts proflts? . .
1]

. Sallle Mae's 1nctptlona1 capital, reta1ned earnlngs, and
borrowings, are all 1nvested in student loan program assets.

K Earnlngs reta1ned by the corporation strengthen the
corporate balance sheet,. improve the debt-to-equity ratio, and are
invested in student loans. . Prospective bondholders quite rightly
reflect on the strength of the.balance sheet of a corporation, -are
generally more willirj to invest with'a bétter balance sheet, and :
will accept a lesser yield “on the securities of a corporat1on with a .
stronger balance sheet,

e

6.a. - Under Sallie Mae's current authorlty and practice in
Co consolidating GSL, HPAL and NDSL. loans, does  the federal
government's responslb11ity to pay the GSL special
allowance expand to include special allowance payments. on
the ent‘re new consolldated GSL/HEAL/NDSL balance?

The federal government is ob11gated to pay a spec1a1
allowance. for consolidated loans consisting of GSL and NDSL notes.
. HEAL  loans are not.currently being consolidated nor would
‘consolidated HEAL loans be ellglble for special allowance payments.

.
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6.b. = Does Sallie Mae have amendments to propose addressing this
problem of increased federal exposure where none was
originally intended?

- Sallie Mae has agreed with the Department of Health and
Human Services and the Congress that the intent of the original loan
consolidation language was not.to permit interest subsidization of
HEAL loans, and agreed prior to legislative remedies not to

~consolidate HEAL loans in such a way as to provide an interest

subsidy to HEAL borrowers. Proposed language has been agreed upon

“.and is awaiting introduction.

7. R Mr. Fox, could you please éxplain the role'Sallie Mae has

* taken in the Health Education assistance Loan Program or
the HEAL Program as it is more commonly referred to?

. Sallie Mae has participated in the HEAL Program in a’
two-fold manner. First, since the inception of the HEAL Prcgram in
1978, Sallie Mae has acted as a secondary market for purchasing HEAL
loans from participating lenders. To date, Sallie Mae has purclased
$31 million under the regular loan purchase program.. Sallie Mae .
also recently signed a forward purchase commitment with Chase '

- Manhattan Bank for $80 million. These purchase transactions reflect

87 percent of total HEAL originations. Second, with approval by the
Department of Health and Human Services, Sallie Mae recently :
developed the HEAL Assured Access Program to assure HEAL loan

‘availability nationwide. Under this Program, Sallie Mae will

process HEAL applications and service the loans. The loans will be
issued through the First American Bank of Washington, D.C., with:
immediate purchase by Sallie Mae.  Program operations commenced .in
July, 1982. This Program was developed in response to Chase
Manhattan‘Ba?g's decision,*announced in May, 1982, to limit HEAL

~

or borrowers or,borrowers in six states.

8. . - What is the'ave?agp amount‘of these loans?

The average HEAL loép-size is $7,210.

9. Are theviexpensive to process? More so than NDSL or GSLP?
What is the reason for the difference? .

HEAL loasi application procéssingvis similar to that of

 the GSL Program. - Costs per .note are comparable. Current servicing- "

costs are similar to GSLP loans but, because of the longer term:to -
maturity (up.to 25 years), future servicing costs are unknown and,. -
depending =n inflation, could be far more costly. :

; .
s v

[N
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7 10.: Can Sallie Mae make these loans directly?

' By l4w, Sallie Mae cannot be . a direct HEAL lender.

1. . 'Have banks been willing to make HEAL loans in the past{h

Would this picture improve if Sallie Mae ‘were to become an
originator of HEAL loans? . .

To date there are 45 active HEAL lenders with seven

‘:inst1tutions originating approximately 99 percent of the HEAL’

volume. Chase Manhattan Bank is by far the largest lender with 81
percent of the volume in PY 1981, As a lender~-of-last-resort, ~ = .
Saliie Mae would assure access to all gqualifying students under the
Program.- . .

12, If Sallie Mae were to become an originator of HEAL loans,

~would this discourage banks from réemaining with the Program?

The HEAL . Program office indicates that one new bank and

:possibly several more are interested in participating as HEAL -
- lenders .for the first time.. It is not likely that Sallie Mae's HEAL -
Assured Access Program would discourage other lenders. Banks can

the HEAL Program to develop future clientele and have access to
NI ) Mae 8- -secondary ma"ket

3. ! ‘.If Sallle Mae were to become the only instltution willing

to deal' in HEAL loans, would the September 30 expiration of
Sallie Mae's "one year bankruptcy provision' 51gnal the end
of the HEAL Program?

If. Sallle Mae were unable to -finance itself, both HEAL

: dand GSLP originations would certainly diminish substantially. - .
‘Institutions’and.students have come to depend upon the corporation
"for a very significant share of capital to support student credit. .

4. If Sallie Mae were to become an originator of HEAL loans; .
. what advantage, if .any, would this provide to students, the
- federal government, and/or Sallie Mae? Lo -

Under the HEAL Assured Access Program, sallie Mae

; utilizes ‘one central, processing facility, guarantees timely.
processing of applications and disbursement.of lodn proceeds, .’
.“utilizes sophisticated computerized loan servicing operations,
.“provides training for financial aid officers from participating’
" schools, provides a comprehensive program manual for ‘aid officers, "

and has developed a debt management guideline for students. Sallie
Mae.also has developed close. working relations with HEAL Program i

N staff.
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15, In the 1981 Reconciliation Act, Sallie Mae was given the
authority to consolidate HEAL loans with other student
assistance loans. ' Is this being done ty Sallie Mae, and is
there an advantage to either student or the government when
such loans are-consolidated? )

Because HEAL lonans are unsubs1dized and have a var1able
interest rate tied to ‘the 91-day Treasury bill, reconsideration of
Sallie Mae's authority to consolidate HEAL with GSL loans has been
undertaken by both the Department of Education and the Department of
Health and Human Services. ..It has been decided by the Departments
to prohibit the consolidation of unsubsidized with subsidized .
loans. In conjunction with this decision, the Departments approved
the consolidation of Nurse Training Loans and Health Professions
Student Loans with GSL and NDSL loans under Sallie Mae's OPTIONS'
Program.- To this end, Sallie Mae is working with the Congress and
the Departments to amend th1s authority to reflect these two
decisions,

16. Current law requ1res that HEAL borrowers must pay a minimum
annual amount that is not less than the annual interest due

on the outstanding principal of the student's. aggregate
HEAL loan. This means that as students begin their careers

. they must immediately begin payment on their HEAL loan.

Has the immediate payback provision been difficult for
students to meet? Has it affected the average default rate
of HEAL loans? A ' . -
Under HEAL’ statute, HEAL borrowers have a ten-month
grace period after either ceasing full-time study or. completing a
residency “or internship. This. allows students time to establish a
practice or pursue their professional objectives., Thus far, HEAL
defaults have been low; however, few of the outstanding HEAL loans
are currently in repayment. It is not possible to say that the
annual interest repayment requirement is\the cause of existing
-defaults. Many other factors may come into play.
. : . . N N

' *,

. . . ) S N\ ‘

17. - _.Would 'banks be more willing to prov1de capital for HEAL
loans if the HEAL lender were prov1ded a more relaxed T
graduated repayment schedule?

: Current law requires that HEAL lenders prov1de a
graduated repayment schedule to borrowers. By law, borrowers have
between 10 and 25 years to repay their HEAL loans. A.more relaxed
graduated repayment schedule will not necessar11y be the deciding
_ factor for a lender to provide more capital. -However, such a
" relaxed schedule could be less burdensome and more manageable for_
the borrower.

a
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. QUESTIONS FROM SENATOR. RANDOLPH

.

A What percentage and dollar amount of GSLS which are
currently in repayment have you purchased through - your
"loan sa1e program? .

As of July 31, 1982 $1.238 bxllion of. loans in repayment
were owned by Sa111e ‘Mae. . As the Department of Education is .
not able to provide Sallie Mae with an estimate .of outstanding
GSLs in rnpayment, we cannot compute our share.

a. What is the average portfolxo size purchased?

The med1an sized portfolxo purchased by Sallie Mae
is about $350 000.

‘b. When are GSLs purchased at par (face value), be10w
’ - par, aboVe par? -

‘Sallie Mae's par purchases compr1se 98 percent of ‘
total transactions. -If the portfolio offered for sale does. not -
. qualify for @ par purchaseé, the seller may either accept a o
. ‘discount price or remove low balance loans. from the offered . .
portfolio in order to complete a par ‘transaction.  Sallie Mae -
‘also-offers:a special Community Lender Program.which allows
first time lenders in underserved areas to sell a substandard-
portfolxo.at a par price rather than at a discount ‘price. -~ R
Sallie Mae may.also.be able to offer the customer ‘a warehousing -
advance ‘loan to help create liquidity for. GSL’ 1end1ng. sallie -
. Mae does not nurchase .Paper above par. . e

c, " Under what c1rcumstances would you not purchase GSLs? :

: Loan orig1nat1on defxciencxes such as 1ncomp1ete or.: "
: erroneous documentation are 'the primary reasons that Sallie Mae -
‘would not purchase GSLs: These deficiencies. usually. resu1t in "

. non-complxanc”h program regulations. It is Sallie Mae' s
. intent to minimi; the risk of invalid loan guarantees . o
;:ﬁresultxng “in reJected default claims. Sallie Mae documentat1on}“
',_zequxrements are ‘the same as those of the state guarantors and
the Department of.Educatlon. : .

) Salii Mae: does not norma11y purchase repayment
»,'papPr due to tHeioperational difficulties involved with the .
"~ transfer of the paper to a Sa111e Mae servicer and red1sclosure.

'%of repayment terms.]' B RS : ‘

~12ﬂ; ‘What percentage and dollar ‘amount of the outstand1ng GSLs i

"7 held, by program.. :lenders have: .been ‘used as. collateral for: L
w4 loans. £o make additional GSLS under your: “warehouse‘
s bfadvance program? ' : o . . S
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'SallievMae-cnrrently has $2.8 billion-in-outstandiné

' advances. . .GSL lenders have pledged $3.4 billion in collateral
. for these advances, which is approxxmately 18 percent of the
: outstand1ng GSLP. ;

** a. What is the average loan s1ze?

: The average advance outstanding approximates $11 0
million. - However, six advances constituite 32 percent of
outstandings. ‘The average advance declines- to $7.6 m11110n if
these six advances are not considered, - .

b.~ How iS the interest rate determined?

Sallie Mae's warehou51ng advances (loans) to
f1nanc1a1 and educational institutions are generally priced at |
interest rates with a fixed spread to ‘the 90-day T-bill, Since
Sallie Mae negotiates the majority of its borrowings also at
rates which tend to move with the T-bill, warehous1ng margins

.are set to net Sallie Mae 1ts requxred return.

c. Under what circumstances would you not prov1de a
warehouse advance?

There are four circumstances. wvhere Sallie Mae would

" not provide. an advance:. the borrowing institution does not

have sufficient collateral; the collateral quality-is poor,

‘consisting of loans which were not originated or serviced. in

accordance with GSLP regulations; the borrowing institution's
financial position is poor, and the ability to repay is
questionable; and the borrower cannot meet- the student loan
re- investment provisions 1n the law,

3. The net income (profxt) on Sallie Mae's 6peratxons s
- . increased by 91.2 percent between 1980 ($9.4 million) and"
11981 ($18.1 m11110n) : L

" a. Can we assume from yor balance sheet that prov1d1ng
a secondary market for GSLs is a prof1tab1e act1v1ty?

The return on assets for Sa111e Mae was_ .45 percent
in 1980 and .45 percent in 1981. Banks in the aggregate had a

‘significantly higher return on assets dur1ng the same period

while providing traditional banking services including

:'commerc1a1 and consumer" loans.

.b. Do you think that because GSLs are 1nsured against
: default by the.federal government, the federal
interest subsidy m1ght actually overcompensate
" - lenders in compar1son to other nQn federally 1nsured
" -loans? . . o
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] There is no evidence that the rate of return'on a
student loan is of above average yield to a.lender when
compared to alternative investments. The gross yield to ]
lenders.during the past few years has frequently. been less than
the prime interest rate even before considerat1on of high
otlg1nat1on costs and setv1c1ng fees.

“e. What was yout ptofit tate for 1980 and 1981?

. Sall1e Mae s tate of, tetutn on assets: fot 1980 and
1981 was .45 percent, or 45 cents on each $100 invested.
4, The New England Education Loan Marketing Author1ty ;

: (Nellie Mae) was recently established by the state of
Massachusetts for the purpose of creating a secondary
loan market ‘in New England.for GSL lenders.which cannot
meet your minimum pottfolio s1ze requirements.

"a. Do you. see Nellie Mae as ptov1d1ng competxtive ot
© . complementary services to your opetations?

b ' How do you plan to mod1fy your matketing opetatxons o
. in New England.in view of the establlshment of
Nellie Mae? . :

K:
© o date, Sallie Mae has- ptov1ded over $350 million
in financxng to Massachusetts lenders. We plan:to keep our ’
- secondary market available tc all our existing clients -as well
‘as any other lenders who choose to use our setvices.

: It is a poxnt of. some ptxﬁe that Nellie Mae's
) wopetat1ons are modeled after our owu, including the use of the
.- Massachusetts Higher Education Assistance Corporation  (MHEAC) -
‘ ds the loan servicing agent. MHEAC's.servicing operations were
~established, in October, 1980, following extens1ve consultat1on S
~with.Sallie Mae's opetat1onal staff, -‘Sallie Mae's loan -
~ 8Servicing standards, adopted by MHEAC,; are generally recognxzed.'
‘as the most comptehenS1ve in the bus1ness. _
: : Wh1le we do not have a min1mum pottfol1o size, some - -
lenders may have difficulty in meeting other’ Sallie Mae loan '
sale 'requirements, ror ‘example, our statute states that -
commercial banks with deposits of $75 million or more may not .
require an account relationship of students. as a ptetequls‘E— L
.. to receiving a ‘student.'loan. We,: thetefote,‘view Nellic Mae's
' activities. as complelMentary - ‘to. our own--to-assist lenders who
-cannot or do not care to meet our. tequltements.

s

,5_ i'»mhe Omnxbus Budget Reconclliatlon Act of" 1981 authotizcd
- Sallie Mae to provide consolidated and extended tepayment
terms of GSL bor:-owers. Slnce the legislatxon ptovides

O
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- . potential borrowers; providing schools and banks with

that only your organization wxll be permitted to offer.
-+ this service, what steps have.you taken to ensure . that

“these' services will be avaxlable to the widest p Creial o

market?: _/ ) . ‘,.n'_ :

",l/ The Reconcxlxatxon Act authorlzed Sallie Mae, or’ 1ts
. ’ agent, to act as' a direct lender to make B
consolidated or extended: repayment insured loans to -
.borrowers who have insured loans from more .than .one.
‘lender in. excess of $7,500 ‘or from one lender in - ..
excess of '$5,000. ~he Act provided that Sallie Mae
- may designate a Sta_e student loan guarantee agency,v,
as its agent under this part._ . ) .

In 1mplement1ng its loan ccnsolidation servxce, -

'Sallie Mae has coordinated several nationwide cemmunication

efforts designed to reach the entire program markatplace.
These efforts include: .a series of direct mailings.to

Loy

informatiorn .packages to mail to loan consolidation candidates-'f

- providing’ information to numerous .media representatives, . :
- providing releases to the. National Association of College and B
- University Business Officers (NACUBO) and the National - - .;

‘Association of Financial Aid Administrators (NASFAR), . who in

turn have communicated: with over 26060 schoo}s; ‘and attendanceﬁ.
by Sallie Mae representatives-at NACUBO/NASFAA workshops ‘and

- reaching in excess of 1000 school student loan administratorsiw_,
1through presentations at. these conferences.«~ : R

a. - What do you ant1c1pate the market will be for this

».service and what rate of profit do you expect to
»earn? . . - ) ) .

The market for loan consolidation appears to cons1st~-

. of recent graduates who are either in grace or who have entered ..
;.. repayment within the. past two years. - .While older borrowers are

eligible, our experience through: direct mail and surveys

--indicate that they are’generally :not 'interested. in the™

. 'program. - It would -appear that the market is much smaller than

.-originally thought--probably in the or: to $300 mlllion range;'g;
rather than in-the billion dollar range. g .

Due to =tart-up systems ‘and. other operational costs!,

g:sallie Mae will probably suffer negative cash flow on: this .. i
. product in the first two years, but:we hope to raise the yield
. to-about! .7 percent eventually. This’ profit, however, is =
*“entlrely .contingent upon our ability to borrow: long-term funds

in the private sector capital ‘markets at favorable 1nterest
rates and to’ control operatxng costs.v“ . R i

b.‘ “How many loans have been consolxdated and what 15
their total cumulative value? o i




ellé ..,. ‘i. ’ »." .};*J

= As of August 31, 1982, over. 5, 900 loans tota111ng
$38.2 mllllon have been consolldaCed

v C. Are these considered 1oans more prof1tab1e than
' other’ GSLs? .

A consolidateA 1oan, if anythlng, is less prof1tab1e
than an equivalent sized GSLP leoan‘'due to the longer terms for
..repayment which add inflationary servicing costs. Hopefully,.
over . time. the consolidated note will genefate a profit equal to
Sallie Mae's existing GSL portfolio. . Howevel, this profit
-margin is entirely contingeat upon Sallle Mae's ability to =~ ' -
obtain private capital at favorable rates for the next 20 years . .
and to" control serv1c1ng costs. . X : N
A 4. If theSe loans are more profltable, could you list
some reasons why you shculd continue to have -
exc1u51ve rlghts to offer thlS service?

: Several reasons indicate that a 51ngle orlg1nator
. would prove to be in the 1nterests of both the market and the
- federal government : B . .

A 51ngle or1glnator prov1des a. standard1zed process
and automatically increases the eff1c1ency of - overall program:
monitoring.: Program. enhancements can be implemented more -
quickly with one originator.. Creditors are less affected than- -

- by having several sets of rules to follow and will, therefore,
- be more timely and accurate in reporting the required .
information. .Economies of scale can be ga1ned so-that the
product can be offered to: the: appllcant in a 'more timely, -
efficient, and less confusing manner. Fully taxable private ..
caplcal ‘is-used for sourcing the funds to-be loaned which. frees
~up funds at the federal and state level to.be used for current . .
and_new borrowersL_ﬁLgan_gonsolxdatxon_data_base_lnﬁormatlon_is;;
centralized and, therefore, more readily accessible. . Since no '
-single state has a majority’of the volume of the GSL, = .
" state-by-state activity would be-more costly:to adm1n1ster than
* a-single program. A single orlglnator with one set of .. -
~.procedures enables: earlier, easier plannlng for the enrolling
" 'student and guidance provided by the yarious f1nanc1a1 aid
administrators and bursars is fac111tated by one.set of )
procedures. . : : :
T Contlnulng w1th the prev1ous question, 1f these
: loans are indeed more profitable, won't the loss of
these loans by ‘'state direct loan agencies have a
potentially negative: effect on their ability to o
break even, let a1one show a prof1t? ‘

ERIC

Aruitoxt provided by Eic:



tthesé ioans will be more profitable. -

S

‘As previously séated,ftheré‘is'né,evidéh¢e thég  .f .

To date oniyfsypétcénﬁLO£,the uhdétiying-ldéns': wh

consolidated have.come from direct lenders.. The largest. number
-of loans, from one direct lender is 62 (this'lender has actively.
ereqqesteBmSalliewMae_toﬂmailgtoiits,bonpowe:s),;;ltwshpp;q;be,3

" noted that more: than half of the direct loans paid off so far 7
- have carried :balances inder $5,000. "Since earnings are based' .
primarily on ioan size and repayment terms,  these loans . v
‘represent the low side of th. balance range and, ‘therefore,’ the
low side of the profit range."’ e e RN

6.

L O

" undex the authorities of the Ominibus BuJjget Reconciliation Act .
,of 1981. .. o c - . E . o o

.. which.could be made under the newly enacted state student

s

. a.  How do you plan to set ipsurance rates under this -

needs of

.Act) empowered the Board.of Directors of Sallie Mae to = on
-authorize.the corporation to undertake additional programs in :°

The Ominibus Budget Reconciliation Act:of 198l authorized
you to provide a program of national loan insurance-and .
‘act as-a seceondary market: for uninsured:student loans;
Do you anticipate providing this insurance for léans -

loan programs in Maryland, Massachusetts,“andilllinois?

- . Sallie Mae does not anticipate providing insurance. '

program? i

Not applicable.

 The Omnibus Budget Reconciliation Act of 1981 also

authorizfd Sallie Mae to undertake any other activity

or unins

',.which yo$ determine would expand access to either insured

red loans or that otherwise supports the credit ™ .
Students.. - o . I : i
a. Could you interpret this to mean that you could -
compete directly with state guarantee agencies in
providing GSL loan-insurance? : co

» The Omnibus Budget Reconciliation Act of 1981 (the ' .

:Support of postsecondary credit.. The purpose:of this provision
i:is to’'allow.Sallie Mae flexibility in offering financial MR
" support ‘for 'student loans which is responsive  to a-constantly ... >
“‘changing economic environment: and meets the evolving needs of . "

'-the postsecondary educational community ‘and the financial . "
- 8ector. " The Act does. not.authorize Sallie -Mae independently to

:Provide-a:program of GSL loan insurance.nor does.Sallie Mae .-
‘.have independent authority under the Higher Education. Act of -

°1965,

as amended,’ to offer a program of loan:insurance which




us .
;" would be'competitive with state guarahtee agencies. -Sallie
-~ Mae's ability to act as guarantor is narrowly drawn to provide
- that the corporation may act as a guarantor pursuant to
~agreements with ‘the Secretary of Education with respect to
consolidated loans. The corporation has no plans- to act as a
. :“guarantor of consolidated loans and currently has an agreement
. "with the Secretary whereby the Department of Education acts as
the guarantor. ‘The Act further provides that the. Secretary may
‘enter into an agteement with Sallie Mae to act as a guarantor
~ with respect to GSLP loans®other -than consolidated loans only
" if borrowers are seeking loans and no state agency or nonprofit
“‘insurer is capable or willing. to provide a loan insurance
.program, - The corporation does not ant1cipate such. an
_.'eventuality to occur. ’ o

v . b, . Could you interptet this to mean: ‘that you could
e - offer yout own student loan program?

- Sa111e Mae is authorized to ptov1de f1nanc1a1

S suppott for programs of uninsured loans. ‘At present, no .

- "significant demand for additional credit has been noted by -the
~postsecondary educational community. - However, if. it appears

that current-programs of: student loans are not sufficient-to - ~ =

7 meet the needs of students or their families, Sallie. Mae would

.. 'seriously consider working w1th the educational and financial.

. ‘sectors to identify the source of such demand and to develop

+ limited programs which. would encoutage the financial sector to

be responsive: to. the. need' for addltional credit over -and above-
the 1nsuted 1oan ptogram.

-518. N Sa111e Mae tecently reached an agreement with the
Secretary of the Treasury to cease borrowing funds . : :
~ through . the: Federal F1nanc1ng Bank (FFB). on September 30,
I -"1982, or when. Sallie Mae's total bottowing reached $5 :
o s 'vbillion, whichevet occuts fltst.;

_’a. When wilL thlS $5 billion tota1 be teached? C e

SN g The f1na1 portlon of the $5 billion was taken down
;on Januaty T 1982. o Lo ‘

' b what is the avetage interest rate pa1d on these
S loans? S . = .

) A11 of the 1oans making up the $5 billion carry the
.same’ interest rate. Interest is: calculated at the, coupon issue
ield equivalent (bond equlvalent) of the. auctions of the .~ .
thirteen week: (thtee-month) U.S.:Treasury blllS plus 1/8 of 1.
percent. However,.since interest is:paid’on a signifjcant’’
sortion of ‘the: FFB debt weekly, the: actualwcost due to - S
ompoundlng was substantially highet. c»v’, L ‘ S

O

ERIC

Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

119
c. Is this rate below the "prime rate"?

 Yes, fdr:example Sallie Mae's cost of debt from the

 FFB. for 1981 was 14.76 percent, while the. prime r’ite averaged
~about:18!8 percent for that year. .However, "prinme” is a proxy

for -income to a bank and was higher than the gross yield on

. guaranteed student loans. . Costs of funds for banks in 1981

were generally lower than Sallle, Mae's cost of funds.
' = ) N i B ‘:.(’ . Lo ‘. ,: L ) .
d. How were the resultiing interest savings applied to
providing more efficient and lower cost seryices?

e.. Could these services have been provided without the
© " - ’discount interest rates available to you via the FFB?

- It is impliéa by questioh,§.c and d that without the -
FFB, Sallie Mae would have been borrowing at the prime rate.

-Sallie Mae's actual non-FFB borrowings have been significantly

below the prime rate, both for -it§ discount notes and its

. floating-rate notes.. ,For example, for the month of July, 1932,

Sallie ‘Mae paid an aveérage of 12.52 percent on its discountf

notes (bond equivalentqusis),and 13.35 percent on its-
.floating~-rate notes, Sallie Mae's July total cost of non-FFB
debt was 12.89 percent, while its FFB debt was only slightly

lower at 12.49 percent. Meanwhile, the prime rate for the

month averaged 16.26 percent.

Thus there was a cost savings'to Sallie Mae by using

" the FFB; but much.less than the spread. between the FFB cost and

the prime rate. Pprobably much more important ‘to Sallie Mae
than the relatively -amall cost savings, wére the benefits of

-using the FFB from both the assured access. to funds and a coSt -

for ' those funds which was tied to. the  three-month T-bill. The::
guaranteed student doans have their earnings rate similarly

“'determined by the T-bill-auctions, -This resulted. in a-
“staizility of earnings to Sallie Mae and the ability to always’
- borrow as needed to meet the demands for its services as: the

secondary market in student loans.

This stability as well as cost savings on funding.

"were indeed passed.on .to its customers in terms ofjjalways, SR
.-standing.ready to.buy loans or.warehouse them regardless of the

gyrations of the interest rate cycle. ‘Sallie Mae. was also
always there at a predictable and lower ‘cost,'allowing the

.original lender 'to have a positivé[earnings»margin between the,.
~earnings rate on student loans and_ the cost to borrow funds
~from‘Sa11ie‘Mag'under its warehSusing advance. program. :

The ability. to. use the FFB when Sallie Mae was in.

':iCS‘ihfancy‘may well have made the difference between a.robust .
“entity able to fulfill its secondary market mandate and a very




weak, uncertain corporation struggling to sell its debt.
Sallie Mae's spectacular growth was due in-a larci part to its
FFB fpnding. - : ,

o Now that Sallie Mae has its nine years of strong
financial operating history, it is finding the debt~markets
more open than would certainly have been the case had those
years been low.growth with weak or no profits. Nevertheless,
the higher costs of funds and uncertainty of those costs '. ’
outside the FFB have had to be reflected in somewhat higher .

- rates charged on warehousing advances -and a higher indebtédness.
‘required for a par .purchase of student loans. Getting funds =~

- with a cost pegged to the T-bill rates, as the “student: loans.
_earnings still are, is also-more difficult. :

f. When will these loans.be repaid?

) . The fitsﬁrhatutity is in October’, 1986, and the last
in-January, 1997. .As of August 1, 1982, the. average maturity
was 13.3 years. . ) . ’ ’ o )

o

/ - g. How have these funds been applied towards the:
{ . purchase and warehousing of GSLs? ‘

T All of the. $5 billion is invested in:guaranteed
student loans or used for warehousing advances.. The - :
outstanding balances in those programs.on August 1, 1982, were
.$5.8 billion. . . . . :
9. - -Could you list the states to which Sallie Mae 'in 1981
L provided "commitment’ to. purchase agreements," to support
. student - loan revenue bond issues by state student loan’
R revenue agencies? 2/ . ' . v © 3 :

2/ A "commitment to purchase agreement" provides that..

: .Sallie Mae, at the state's option, would agree to ,
purchase the student loans made from the proceeds of -
revenue bonds-at a set price for the purpose of e
‘redeeming the bonds at or prior:to-their maturity. -

: In 1981, Sallie Mae commitments supported about:32 .
percent of the student loan revenue bonds issued by state s

‘-agencies which utilized a third-party purchase or financing

* commitment. The states to which Sallie Mae provided - - = .
commitments to support 1981 student loan revenue bond issues or-.
alternative funding arrangements-are listed as follows: :

L S

—~
N
i
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state . - ".. Agency : . - Commitment Amount
21, 0 WI Wisconsin Higher Educition aid Board = = $ 10.0 million .
2., co Colorado Student Oblijation Bond Authority $ 28.0 million

3. TiWV West Virginia Higher ‘zducation Loan Program $:'15.0 million

.4, .KY- Kentucky Higher Education student Loan Corp $130.0 million

I~

7

5. MI °~  Michigan Higher Education student Loan Auth = § 40.0 million
6. VA -~ virginia Education Loan Authority ’ . $ 50.0 million
7. OK . Oklahoma Student Loan Au;ho:ity . $ 25.0 million
- ) . / - . S ‘
a, Under what circumstances would a state agency choose
d .lender other than sallie Mae to provide sich an
. agreement? ! .
I . One reason a state“sec&nda:y would elect to obtain a
commitment from a source other than Sallie Mae is to avoid
Sallie Mae's requirement that banks not require an account
relationship as a prerequisite to recelving a student loan.
Also, many banks are able.to offer more attractive terms on.a
commitment as they expect to also realize profits on - St

.underwriting fees, servicing fees, general corporate banking

Services, etc. Another alternative to a sSallie Mae commitment

is a letter of credit provided by'a bank. A letter of credit
ensures the agency's ability to retire all of its bonds,

including those which are not supported by student loans C
(non-asset bonds), at maturity. .Unlike banks, Sallie Mae is ’

‘not currently authorized to issue letters of credit.

b, - Under what circumstances would sallie Mae choose not

L to provide a "commitment to purchase agreement®?

Sallie Mae commitments are availahle to all: agencies

"which reflect:satisfactory loan servicing and administration

o requirements, '

capability necessary to maintain.the loan guarantee and loan.
origination or acquisition policies which do not conflict with
the federal statutes which govern Sallie Mae's loan purchase

' 10. .sec., 439(a) (5) of the Higher Education Act authorizes the

Secretary of the Treasury to purchase up to.$l bgllion_of.
obligations issued by sallie Mae.

" ‘a.:. Under what circumstances do:you foresee the - - *
‘. Secretary of the Treasury making such purchases?

o As a,piacticél matter, sallie Mae,viewé the $1
billion line of credit fo the Treasury the same way that the . -

" Federal National Mortgage Association . (FNMA) probably views its

' .Similar $2.25 billion line of credit. FNMA, even inits

s

‘4
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current difficulties with massive losses and having to'payb
higher debt costs ‘than the other government-sponsored agencies

. (SLMA, FHLB, Farm Credit Administration), has not chosen to

borrow under 1ts 11ne.<

" The Sallie ‘Mae $1 billion line is ev1dence to the
credit markets of the government's commitment “to student:loans’
and of its support for Sallie Mae, ‘The market takes comfort

‘that this safety net is there should it be needed, similar to
‘back-up-lines of credit with commercial barks that most issuers
.of commercial paper have to reassure their lender.

To use the line would be adm1tting extreme weakness‘

“to the public debt markets and a sign that it is unable to
‘borrow directly on its own credit. ‘Therefore, Sallie Mae does-

not expect to ever draw on its line, and is attempting in every
way possible to. manage itself to that end. i

1l. ‘The Ominibus Budget Reconciliation Act of 1981 authorizes

Sallie Mae to be the lender of last resort if the:
Secretary of Education determines that.no state or’ -

.. .nor-profit organization is w111ing or ab1e to act in ‘such.
.capacity.v . . :

a. - _In what states are you considering asking the
i Secretary for such permission?

B

.Sallie Mae has not and does not expect to ask the: .

_.-Secretary for permigsion to he a'lender of last resort ‘in any
" state. 'We would anticipate that this authority would be

exercised only upon a‘ request from a state, with the approval

i of the: Secretary, being forwarded to Sailie Mae.

‘ 12. ' sec. 439(9)(1) of the. Higher Education Act-‘authscizes’ you

to make advances or -loans to state agencies for the
purpose” of making GSLs. ’ B .

a. Are you current1y making»any such 1oans? -

“No. Sallie Mae is unable to make such loans at. this'
time because the ‘Department of Education has taken the position

"~ that further legislation. is necessary to clarify Sallie Mae's
 authority. The Department.has indicated that it would’ support - .

such 1egislative changes as part of a technical amendment.“j
" b, 'If yes, at what interest rate were such 1oans made?

- Not Appllcable»

.”Were you able to reducé the interest rate because ofv
your access to credit from the Federal Financing
Bank? SR R ] .o S "
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’.bfrthg federal dovernment, holds $5 billion of internedidte and’:
t

-Not'Applicdble

13, .could you list any possible adverse effects to Sa111e Maz -

Af the bankruptcy provisions in the Older ‘American Act of .
.. » 1981 are allowed to expire at the end of thxs fiqca] )
year? 3/ . Ty

3/  ‘Prior to° the passage of: the Older Amerxcans Act of
- 1981, federal law provided that if. Qa’lie Mae ‘were

* to become insolvent but nhot proceed as'a debtorkﬂ i
under the Federal Bankxuptcy ‘Statute, then ‘the".
federal government would ‘have first priority access’ -
to any of Sallie Mae's assets. :The Older Amerjcans. . -
Act of 1981 (P.L. 97- 115) amended this provxsion L
through September 30,71982, by’ providing ‘that the = =

~*federal government would have equal prioricy to
Sallie Mae's assets if Sallie Mae were to become
-insolvent but not proceed as a .debtor under’ *he ..

. Federal Bankruptcy Statute. . In other. words,. the
federal government would recexve a prorated share of.
Sallie Mae's assets equal to a11 other creditors’ A
~shares, as opposed to.previous, 1aw where the federal: .':
government would receive' full payment prxor to the
payment of. any other credxtors.‘ S

Sallie Mae currently has .a- tota] of ‘$2, b billion of

"‘commitments, loans in progress, and short-term debt
3outstand1ng. As an ongoing corporation, Sallie Mae does not

+have liquid assets readily ‘available to meet all of its- current
and contingent'liabilities. :The. impact of the: inability of .

2 Sallie Mae to access the securities markets would mean the

inabil ty of the corporatxon to meet 1ts eontxactual
oblxgations.’ . ) ) / -

T a.s How would 1t affect your bond :atings?

B ‘. The corporatlon is currently held in hxgh esteem by
its bondholders and, as a quasi-government antitutxon, is not
rated by rating agencies, ~ Any. adverse ;actions or weakenlng of e
the\corporation would: inhiblt or reduce lts ab111ty to ~°11 el
bonds. : : e e e T ) )

whaf propottxon of Sa111e Mae" s debt 1s curtently
held by the Federal Government? S

AS of July 31, 1982, the 'FFB, a profit-making agency -

long-term-debt of Sallie Mae.; Other ‘liabilities®total $1.2 7 .°"
billlon._ L } . T S e e e

e f\
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QUESTIONS FROM SENATOK STAFFORD

<

1. What would you desctibe as Sa111e Mae's tole? Does. -
~"7 ‘sallie Mae have a direct or indirect responsibility to.
‘'students? - Ddes such a responsibility conflict in any way
.with Sallie Hae '8 obligations to its Shateholdets or -
»bond holders? . e
: S “As stated in. Sallie Mae's enabling lnglslation, R
Congtess‘ purpose in establishing Sallie Mae was "«.., to .
- westablish-a private corporation which will be.financed by
l'private capital and which will serve as a: secondaiy, market. and-
warehousing ‘facility for ssudent loan3 ... and which will
provide 11quidity for student Loan investments ..." Although~ )
Sallie Mae's direct activities have been, and ‘continue to be, _5.

- ‘primarily in‘support of lenders:.under the Guaranteed. Student..

' Loan Program.(GSLP), Sallie Mae's ultimate objective has alwayJ

. been to increase the availability of credit to the student.

. borrower. - It has’ achieved this objective by . providlng G S
liquidity to lenders: already engaged :in lending under- the GuLP,,;
‘thereby. enabling .them to continue and. to increase their lendan
activity, and by encouraging new:-and inactive lenders to anter - -
“the GSLP, thereby expanding the sources. of. credit available to -
atudent borrowers. " Although ‘the Education Amendments Act of o

°1980° did expand Sallie Mae's ‘ability. to provide direct
assistance to student bortoWers, primarily . through the"™

‘rconsolldation of their previuvusly existing: 1oans, the

... corporation's future activities will: continue to ‘be: devoted

" primarily to assisting lenders thtough the’ provi51on ‘of,

secondary market setvices. S . : . s ;.v/”

i oo As contemplated in the 1egislation establishing—_ﬁ__‘\
~jSalli° Mae, ' it was intended that::the corporation.finance its ..
acktivities through private capital: contributed by bondholders '™
.-and’ shareholdets of - the. corporation. . Sallie Mae undertook an-

. offering ‘of common stock.in .19747and now has. approximately: ' -
1,000 shareholders. . . In:common, with; othet private,: for-profit = *
9corpotations, Sallie Mae has f1duciary responsibility to-its:i: -,

shareholders and bondholders: to conduct, its activities in‘an =~ "~

..-.efficient, businesslike manner ‘and to pay.a return on . the v

“ ‘jnvestment -of these. investors. :On the other hand, sallie Mae
“'recognized its- public respon31bi1it1es under - the GSLP and the{
‘role-it was:intended to f£ill, .’ Accordingly,:.it’is ever - R
fcognizant of the need-to balance the interests of its.
?'sha:eholde:s ‘against’ the’needs: of student borrowers. . Sallie
‘Mae has never had any dxfficulty in'balancing these. interests.
“and. nieeds nor does:it ever expect that it willi'' To date,; i
-Sallie Mae :has. fulfllled the needs of: lendets undet .the-GSLP,
thereby satisfying its tespon51bi11t1es to" sfudent borrowers
+° At the same time, it has been"able:-to pay a ‘modest tate of :
o _retutn on the investment of its shateholdets,> ' . L

[
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2, _Sa111e Mae's profits increased by 91 percent from- 1980 to
o 1981, and by an. additional: 40 percent in-the second
quarter of. 1982.-:

- Can we. assume from thls that prov1d1ng a’ secondary
market for GSLs is.a profitable activity?

: . The. return on assets for Sallie Mae was .45 percent
f1n 1980 and .45 percent in 1981. Banks in the aggregate had a
significantly higher return on assets. during the same perlod
_:while providing traditional banking serv1ces 1nc1ud1ng :
-;commerc1a1 and consumer loans. TR
S .
b. To what ‘do .you attr1bute your prof1tab111ty?

SR Profitab111ty is a-function of carefui\prlcing of
7" services creating gross income from which are subtracted
.. servicing costs, general administrative expenses, and income
taxes, to arrive at. earnings. The corporation-has worked\hard
to develop servicing standards ‘that are consistent and - -\\ .
supportive of state and federal law and regulat1on, which is a
.'costly process. SerV1c1ng efficiencies and improvements in SO
 general and administrative,K costs through economies of scale "\\\
. have enabled the: corporatlon to partially offset h1gher ) B
. £inancing changes: reduc1ng the need to materially 1ncrease the
. price of services in 1982. . !

[T
E

'c; What is your debt-to-equity ratxo, and do you feel
that Sallie Mae is too h1gh1y 1everaged?

R . AS of " Ju1y 31, 1982, our debt- to—equity ratio. was
£ 71:l. Because .the corporation has. attempted to match ‘the ' =
matur1ty Structure of its assets' with the maturity structure’ of;"
coits 11ab111t1es, it does not have. -many of the "gap" problems..
~that many financial institutions (sav1ngs & loans in .
k‘partlcular) have exhibited-in the past few’ years. We would be
"‘more comfortable with a lower debt- to-equ1ty ratio because 71 1'
is ‘higher than ,all other f1nanc1a1 institutions and is . ‘
- inceptionally cxsconcertlng to prospective. buyers-of-our -
- Securitieés. 5y Waintaining a modest dividend, we hope to bu11d‘,'
Jour .capital through retained’ earn1ngs and thereby lower our
debt- -to- equ1ty rat1o. . .

d. . Slnce GSLs ‘are 1nsured by the’ federal government, d01-F‘
~you. think the federal interest subsidy adequately ' | . . :
compensates .lenders in compar1son w1th their returns EE
~on non- 1nsured loans? : . . IR

°There is no ev1dence that the rate of return on a:
. Student loan.is of above average yield to a.lender when o
*lcompared ‘to a1ternative 1nvestments. _The y1e1d to 1enders e

n L S
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o during the. past few years has frequently been less than the o
" prime interest rate before consideration of high origination I
-costs and servicing fees. Federal interest payments subsidize =

the "student, not the lender, and bring the yield on a
..guaranteed student -loan to an adequate but not exceotional
level. The.yield on a student’ loan is lower -than other less.
.administratively costly consumer programs managed by financial
institutions. .

< e..  What do you do with your profits? Would you ,
- - describe Sallie Mae's compensation program, and any
deferred savings or bonus p1ans?

. ‘For the nine years that Sa111e Mae has been in e
existence. through June 30,1982, the corporation has earned
$121 million. . Of that amount, it has paid $56 willion in
federal income’ taxes and $6 million in dividenas, creating.
retained earnings of $59 million, all of which has been
reinvested 1n programs of the corporation. o

. In 1975, the corporation retained Hay Associates, a
nationwide consultant in compensation and benefits to help the
Board of Directors coastruct a salary policy for all positions
and which would enable the corporation to recruit highest.
quality personnel.on a fair and competitive basis. Using the -
- Hay system,. job. descriptions for each position were rated and ™.
" salary randges were created. For clerical, technical, and T
s profe551ona1 staff positions, Sallié Mae's compensation
.practice is consistent with other organizations, including the
federal: government, in the Washington, D.C., area. . Senior,
level positions and officers are generally compensated at lower
levels than their industrial or financial counterparts, with,
equivalent positions, - Sallie. Mae employees are provided with -
”uhealth and:life 1nsurance, a pension plan, ‘and educational
- assistsoce benefits. No employees receive deferred - Lo
‘compensation..’ All employees are e11g1b1e for a Thrift & i
~ - Savings Plan aiter one. year of service which vests over~ a’
~'gf1ve-year ‘period, Contributions of _up-to-six’ percent of salary:
/-are- matched"on—a“fwo‘for one basis by the corporation:  While
- bonuses have not been paid. to date, bonuses will be paid to- key
i -employeeS in :19283 as. the corporation moves to a pay for )
- performance stratagy con51stent with most other American Co
B, corporations.‘4 ) . . o

£. “Has your profitabillty helped to 1ncrease access to-
. "apltal for student 1oans? .

} -’Sa111e Mae s strong balance sheet and record of -

¢prof’»ab111nv have enabled the corporation to tap capital .- - "
. _markets ia’support-of’ student credit. While the cost 'of this

'capical has been greater than that ava11ab1e from the FFB, our

G Y
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success to date has enabled the corporation to make credit
-available. in/support of ‘the Guaranteed Student Loan-Program
without materially raising its prices. “Through ‘September 30,
1982, the corporation has made more than $8 billion available
. in suppotgfof the Gu?tanteed Student Loan Program. ..’
© 3. ' What percentage and dollar amount of GSLs have you
purchased through your loan sale program?

. . . Sallie Mae's current outstanding GSL portfolio
approximates $2.6 billion, which représents 13 percent of the
-.".total GSLs outstanding. The first portfolio purchase was . . . f
completed. iri the fourth quarter of 1974. Since that date, :
Sallie 'Mae has acquired approximately $3.2 billion through .this
program. Sallie Mae's participation in the Guaranteed Student . -
.Loan Program -as a secondary market maker has consistently been ..
-greater relative to the amount of loans outstanding than the
-participation of all housing secondari markets combined.
: / . . N
'/ al  what is the average portfolio size purchased?
1 - R o . 1
i .+ The median sized portfolio purchased by Sallie Mae
this year is about $350,000. - ' R i ;-

W ~b. What is the minimum portfolio size? Do these sizes
/- . vary? Why? : : o . .
R Sallie Mae has no required minimum transaction .

" -size. Transaction sizes vary from less. than $20,000 to.as high
as '$30 million. ' The size is a function of the seller's total
portfolio and the seller's preference.  Sallie Mae does not:
differentiate its prices by portfolio sizes. .This policy

" enables Sallie Mae to provide services to a greater number. of
. clients"with smaller portfolios.: , o AR z
c. When are GSLs purchased at_péb:(face value) , below’
' -~ par, above par? .- - e o o
: : Sallie Mae's par purchases comprise 98 percent' of o
-total transactions.. If the portfolio offered. for sale does not .
‘qualify for a.par purchase, the seller may either. accept a

. discount’ price or remove .iow. balance loans from the offered

- portfolio in order to.complete a par. transaction.  Sallie Mae .

“‘also offers. a special Community Lender Program which allows .
first time lenders in underserved.areas to sell a substandard-...
portfolio at a par price rather than at a discount price. PSS
-Sallie Mae may also.be able to offer the customer.-a-warehousing-

;. advanCe-loan to help create-liquidity for GSL lending. Sallie . -

#-Mae does not purchase paper above par. A SRR

o
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“ d. Under what circumstances would you not purchase GSLs? '
o7 _'Loan origination.deficiencies such.as:incomplete or
erroneous documentation are the primary reasons that Sallie Mae
_ would not purchase GSLs- . These deficiencies usually.result in
non-compliance with program .regulations. It is Sallie Mae's
intent to minimize the risk of invalid loan guarantees .. L
“resulting in rejected default claims.. Sallie Mae documentation
‘requirements are the same as those of the state guarantors and
. the Department of Education. ; e S

S Sallie Mae does not normally purchase repayment-
paper due’to.the operational difficulties involved with the B
‘transfer of the paper to a Sallie Mae servicer and redisclosure "
.of repayment terms.- S e R
"~ e.. .Is your purchase price determined according to-a
- formula, negotiation with-a seller, ‘or. both? - Do you
have a standard portfolio pricing policy, like o
‘Fannie Mae? Rt S '

) Sallie Mae employs a standard discounted cash flow -
vodel in all investment decision-making analyses. The price.
generally offered. for a port¥olio of student loans:is par, or’

¥ wne principsi balance of the portfolio. ‘A .
i : corporation .

if it exhibits cash flow characzs
to achieve a predetermined minimy .
on' the portfolio characteristics as well as on -our expectations ...
" ‘regarding future -servicing costs,” and’'general administrative '
expenses. If :the portfolio does not qualify for. a par s .
mnurchase, Sallie Mae will often negotiate with the seller to
) ,restructure the offered portfolio so that the characteristics =
. Mmeet Sallie-Mae's requirements. Lo B

4. - Last year, Sallie Mae reached.an'agreement with the
.- ..Secretary of the Treasury to cease borrowing:funds - O
... through the Federal Financing Bank (FFB}-.on September 30, .
1982, or when Sallie Mae's total borrowing reached $5 . ~ .
billion, whichever- came first. I am informed by your-
testimony that this. total was reached earlier this year.

Coals whét*is‘the average interest rate paid on these '
loans? - . et :

S : ' All of the loans making up .the $5 billion carry the .i*
same interest rate.  Interest is calculated at the coupon issue .:
yield equivalent.{bond equivalent) of the auctions of the ..~ - =
'~ thirteen week (three-month) U.S. Treasury bills plus 1/8 of'l
./ percent, However, since interest is paid on a significant.
' portion of the FFB debt weekly, the. actual cost due to’
. compounding was substantially higher. - o o

- A -
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b... How much is‘this below the prime rate? .

» ? The avetage bond equivalent rate on the T-bill
auct1ons held in-calendar year 1981 was 14.7% nercent while the
pt1mb rate averaged 'about 18.8 percent for that year. .However,

"prime" ‘is a proxy for income to a bank. and was higher than the
gross- yield on guaranteed student loans. - Costs of funds for
banks in 1981 were generally lowet than Sallie Mae's.cost: of

,funds. . ) .

. ¢,  Have Yont-tesultant 1ntete$t sayings been applied to.
ptovide more efficient and lowet cost setvices?

‘Sallie Mae benef1tted by using the FEB from both' the

_assured access to funds and a cost for those funds which was
. tied to the three-month T-bill. The guaranteed student loans
. have their earnings rate similarly determined by the T- -bill-
.. auctions.  This resihlted in a stability of earnings to Sallie

- Mae and the ab1l1ty to always borrow as needed to meet the

demands for 1ts services as the secondaty market in student

loans. ) : ‘ . )

) This stab1l1ty as well as cost sav1ngs on funding

'were indeed passed on to its customers in terms of always s
.. standing ready .to buy ‘loans or warehouse them regardless of. the ™
‘gyrations of the interest rate cycle. Sallie Mae ;was also

.always there at. pled1ctable and-lower <osts, allo\lng the
‘ozig1nal lender to have a positive edrnings : nargin between the .
earnings rate on student loans and the cost to borrow funds

from Sallle Mae under its Warehou51ng Advance Ptogtam.

: Befote the.FFB came into exlstence, Sall1e Mae:
bottowed four times ‘directly from the public. The first two-
times, in-late 1973, the cost was .41 percent above the T-bill
. auction rates; but the last two times, in the Spring of 1974,

- the.rate.was .98 percent above: the T-bill rates. A somewhat :
‘similar pattern of higher fluctuatlng debt costs has been the -
recent experience- when’ Sallie Mae re~-entered the" debt matkets.“

-'in May+v.198l. Also, access has been less certain-as Sallie: Mae

"“had to postpone-a planped: bortow1ng in June, 1982, because of
'poor money market cond1t1ons.

- LT ‘The ab1l1ty to use the FFB when Sallie Mae was in .

V‘1§s 1nfancy, may well have made the difference between a robust

“‘entity able to fulfill its ‘secondary market mandate and a very.

- weak’, uncertain corpotat1on struggling to sell its debt. .

- :Sallie Mae's spectaculat gtowth was due in large part to 1ts

: FFB fund1ng. . . .
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) Now that Sallie Mae has its nine years of strong’
financial operating history, it:is finding the debt markets
 more open than would'certainly have been the’ case  had those
.years been low growth with weak or no profits.  Nevertheless, .
the higher costs of funds and uncertainty of those costs. .
outside the FFB are reflected in the rates charged on =
warehousing advances.and the indebtedness required for a par
purchase. of studant loans. Getting funds with & cost pegged to
" the T-bill rates, as the student loans earnings- still are, "is,
also more difficult. ST SR .

o
©

d. Have these funds been, applied towards-ﬁhe<pgr¢hasg
and warehousing of GSLs? “ S )

. all-of the $5 billion"is invested in guaranteed. ..
student ‘loans or. used for warehousing advances. The . Lo
outstanding balances in 'those programs on August 1, 1982, were
$5.8 billion. \ ' R ) R

N

Y .

e. . How has this ‘agreement benefitted the federal -
government or students generally? . . AR

o The "ability of Sallie Mae to act as d reliable and
 aggressive secondary market ‘in student loans, made possible in |
" part by its funding through the FFB, has benefitted students in
" making more loans available.;\sallie Mae has 'substantial

evidence that many lenders have entered, re-entered, or. .~

significantly increased their participation_ in the GSLP as a:

result of being able to sell. their excess student loans to '
“'sallie Mae for liquidity, usually to make more student loans,

or because of the availability of warehousing advances ata .
‘rate both below-its earnings rate on the pledged student loans ' -
. and tied to the same index that also determines:‘F: student '

loan earnings rate, i(e.,.the three~month T-bill, thus,

assuring a positive earnings margin on its student loans.

e : . ; | .

. The federal government -in fact has also benefitted.”
‘sallie Mae pays ‘to the FFB a small {but significant spread.above
" the FEB's cost ©f funds, totalling more than $20.0 million
. siﬁce:incegﬁfﬂﬁ? Sallie Mae‘also phys federal income taxes.on
-~ its net earrings. Since inception through June 30, 1982, its -~

. payments have amounted to $55.7 million.

f. . Is there any -financial risk to Sallie Mae under this '’
"~ agreement? o - T : . R
o - - . :5allie Mae does not perceive any substantial risk at .-
" this time. Sallie ‘Mae expects to have itself well positioned ' .
7 ‘to.be able to absorb the additional, costs and uncertainty = .
.... resulting from. the maturities of the FFB debt from 1986-1997. ..

Lo S o V
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g. ‘what impact do you expect th1s agreement will have3~§‘
~ . on your profitability as: vou are'required.to _enter’
‘ﬁmore heav11y in the pub11 capital‘ arkets?

Ty The corporatlon s profxtabllxty is ‘unction 'of the
revehues it earns on its'student loans' and wafrehousing advances = -
-less the cost of fundxng ‘and admxnisterxng those assets., To " )
remain’a: strong ‘viable’secondary market, profitability is a
necessity as well as-a: duty to Sallie Mae's: stockholders.

“Because- of’ the increased’costs ana uncertalnties ‘of the ‘public .
capltal marketéﬁ Sallie Mae a1ready has found ‘it necessary to .
‘raise its. prices of warehousing advanoes -and the: ‘ayerage .. ‘
1ndebtédness for-a-par purchase of student loans.. :It is. a very
‘long-term question whether 'Sallie Mae will be able to maintain
.its, former profit marg1ns without unduly affecting the volume
of busxness it ' does and, therefore,'xts effectiveness as  a-
secondary market.- Tt may well turn out. that- both profit.
.margins;: ‘and ‘amount-of activity will be lower than- they would
‘have-béen had Sallie- :Mae been able to continue' using the FFB of
n51ng a fu11 fa1th and cred1t guarantee 1n public bapital
markets. S e o . e D

‘what k1nd of return does Sa111e Mae have to show dAin cl-s
order to float bonds .onthe- pub11c capltal markets?'
Sa111e Mae has been:able to. se11 d1scount notes .-, o
g -and- f1oat1ng-rate riotes 'in 1982 with:a. return»g iR
~only .45 petcent’ reported for calendar'
,othe: market made it:known to’ us’ ‘that since -
Key performance ratio-had been’ declining ovet ‘the last
five.yearsjy it would: much prefer-a. :higher yield and an, R
1mprov1ng }rend.. Sa111e Mae'has worked harad: toWard thlS end L
and expects ‘to report a 51gn1f1cant 1mprovement for 1982. A

:W111°Y°“‘ ent!Y into these markets ‘be. benef:01a1 to
‘the GSL program and students genetally? e

L To the extent Sa111e Mae 1s unab1e to absorb all of
the increéased costs and. uncertainty of non-FFB funding through
‘lower- earnxngs margins,-and must pass some of them on to. its
customers, its attractiveness-as a secondary market will bea
-diminished to.some extent. - _Thus, - the GSLP ‘may suffer- and -
‘Students genera11y fina’ loan ava11ability 1essened.‘ ‘Of: courSe,:'
‘Sallie: Mae is'making every effort to’ Keep. these efferts to.a
minlmum, ‘bat. ‘'warehousing rates have/already been raised °
sllghtly and par ‘purchase average 1ndebtedness requxremen
. fsed” s a resu1t of a h1gher cost of non-FFB debt.~

,&sPotent1a1 fund1ng sourcesAw111 be tapped to attempt
rs1fy sources and mxnlmlze cost St .
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Aruitoxt provided by Eic:

: ’Last ycar's reconci]iation act authorized Sallie Mae to
.vundertake any activity 'which sallie Mae "determines. to, b .
. - in’ furtherance of :the programs. of insured students . ...,or‘
: will otherw1se support the credit needs of students. RN
:_a;vatﬂow would you interpret this provision? Could you
= “compete 'directly with: state guarantee agenc1es in
-‘providing‘GSL loan insurance? o

. ,provision authorlzing Salli
'engage in activities which-its Board .of:Directors "determin'S‘w*
‘to’ be in' furtherance ‘of:the programs.of ‘insured student {.
’loans.;..;or willy otherwise support ‘the.. credit needs of -
tudents" was’ de51gned ‘to.give-Sallie’ Mae the- flexibility to e
espond quickly . to: changlng student: credit needs.’ This type ‘of*
“provision. is:usually: present. in:the charter.of ‘most: i ke
1'including other'federalLy chartered corporation_

Sallie ‘Mae has not yet ‘had . the occasion to. utllize
this' provision and I: would not want:to- speculate on. the .type
f activities it. is: 1ntended to permit,: ~I do: think, however
that <it is. important to. con51der>that this: expan51on of"
.authorize%xactivities does not .exist in a’ vacuum.,rThe,"‘g
“authority isilimited by-its’ own terims to.activities in .’
“furtherance of.student.credit,: These activities must:have the .
‘prior: approval of "‘Sallie Mae's. Board ‘of Directors.g In e
“‘addition; - the” activ1t1es .would be: ‘subject” to. the over51ght1
review;6f Congess and: the Departments of Treasury ‘and™ B
Education.: Thus,. while ' Sallie- Mae: now ‘has’ the. opportunity to
befof;assistancefto;the;GSLPnin;a;morezflexible-andttimely::
fashion,'/it: is subject: to’ controls’ which will assure ‘that:its-
activitles[will-continu' ‘be: concentrated‘primarily?in the :
econdary market areas. :

‘As to Sallie Mae s author1ty“toacompete directly e
with state- agencies in: granting GSL :loan-insurance, a. separate N
prov1sion ins the omnibus. Budget Reconciliatlon Act specificallyﬁ
authorized Sallie /Mae to6.establish’a’loan guarantee program:in -
s1tuat10ns iwhere. eligible borrowers are seeking and’unable' to’
obtain’ loans, ‘and ‘no state: or nonprofit private. institution ()
organization s apable of or’ willing to.provide a’ program: of:
loan- insurance : ; . the. Secretary of . Education*
could ‘enter; 1nto ‘an: agreement w1th Sallle Mae ‘to.-provide such’
‘This. provides the: Secretary with® the’ flexibility ‘to
t.Sallie Mae;to: become -a loan. insurer-in the ‘event of

unable ‘to carry'out its? function."The Conferees stated their
belief "that this;standby'authority.is: necessary: to assure that:
loans are available:to all. eligible borrowers, regardless of




geographiical location. Under no circumstances is this
amendment to diminish the strengths and viability of new or
‘existing state guarantee or: nonprofit agencies,"- . - ¢
T sallie lMae is well aware that its guarantee . =
authority was intended as a "safety net" to be used only in -
“extreme circumstances, and that.the corporation has no. .
.unilateral authority under this provision., ‘Any program of loan
insurance .must be carried out pursuant to an agreement with the.
Secretary. The Secretary has not requested such, an agreement
. and none are anticipated in the -near future. B :

&,  ‘Does Sallie Mae plan to be an‘otiginétot of student

: loans, other than as_a lender of last resort or a HEAL
¢+ lender? A . S o .

... sallie Mae has no plan to be an originator of
studerit .loans. - . ’ .

7. - What has.been your experience with the sepvicing of
s student loans, both your own experience in being a direct
servicer, your relationship with state agencies, and with
private servicing operations? - & . o .
o Sallie Mae has been in the business .o servicing .
.Student loans- since its firSt purchase in September, 1974, and
has:-operated its own servicing. center since August, 1980. ' Our’
‘servicing ekpetiencefhas been a favorable one, with consistent
improvement. over time.. It is generally recognized that Sallie
Mae's loan servicing standards are the most comprehensive of
any in the business. -The establishment of our own servicing
-center’has provided us valuable insight into the process of
servicing what is:a most complicated debt ‘instrument.
s The maintenance of the positive relationship with: =~ - _
,the borrower, consistent with our obligations under ‘federal and  °
‘stite- laws and program regulations, has always been the focus
‘of“aur servicing operations,’  Most state guarantee program B
directors' have been cooperative and have recognized, to varying .
negrees,. the potential for conflict between their own program-
requirements ‘and.our servicing operations.in‘'a high volume, -
‘multi-state environment. An increased measure of. program- :
'commohéliﬁy;‘however,,WGuldjhavg\a'positive}impact upon our
operations, in terms  of ‘maintaining quality control and ' .
‘€liminating unnecessaty administrative expenses. ;

Uy ) °

 wﬁét;is~det relationship with lenders in the gtate of
- 'Vermont and with the Vermont Student Assistance: ' i
'+ Corporation? . o S - ) -

ERIC

Aruitoxt provided by Eic:
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b

. 1. 7 The Vermont Student Assistance Corporation (VSAC)

has taken the position that Vermont enabling-'legislation. does
not allow VSAC to guarantee or pay default claims "to other
than vermont lenders."™ Therefore, although we have had many
inquiries from loan originators in Vermont, we have not-been-. °:
able' to provide our statutory programs in Vermont.. L o

9, Would you please give us the distribution of,aSSet'size_.
. of the lenders with whom you deal? : i . Cv

Percent of Clients . ’ :Total‘Asseté i

508 — less than §100 million ' .
308, . . $101-500 milifon . - . -
58 " ‘ . $500-1000 million

15% S = -~ ovaer $1.billion -

10. - How would you view giving state gqaraniee agencies the
-authority-to consolidate loans? T e -7

_ The loan Gonsolidation program appears to be smaller”
-than.originally contemplated, quite complex to manage, and more
. ‘costly than otherwise anticipated. Sallie Mae feels that a. -
" gingle consistent. program financed with taxable dollars by a-=
private sector corporation offers the best opportunity for ‘a
- well-managed efficient service to students. . R e

O

ERIC

Aruitoxt provided by Eic:
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I will direct this to either one of you and, Senator Randolph, " -
- -after about 5 minutes, I will yield to you and we can pass it back -
- -and forth as we need to. - T S PO T
. Senator RANDOLPH. Fine, .~ . oo Lk
. Senator_Starrorp. Would you: describe in a. little more detail -
Sallie Mae’s role; that is, does Saiiie Mae have a direct or indirect .
responsibility to students? Does such a responsibility conflict in -

~an Wa;'rv with Sallie Mae's obligations to its shareholders or bond . -
holders?. ST RIS

o Senator StarForp, With that; we will turn to questions, .-~ -

- Mr.Fox. We are not a part of the executive branch of: Govern-, /-
-~ ment. We are a private corporation and as such, with stockholders” - :
- -and bond holders, we have a fiduciary. respons-bility to those indi- -
:-viduals. We sell our bonds and ‘our stock in. the private capital mar-' - .

-~ kets, consistent with the way other large corporations do. -~ = - -
~.-.'The programs are administered by the various States and the
- Federal Government, and the appropriations in support of those -
~ programs come from here: We are not charged with subsidizing the -
* guaranteed student loan program or subsidizing the studen:s. -
. ..-We:feel it is our responsibility to attract private capital, consist-
" ent with prudent business management, in support of the programs > . -
. that you have created. We feel a responsibility to do so'in a way .
- that supports the underlying role of those programs and to insure -
- that a diligently managed, appropriately processed program is in .
place; that capital flows on a straightforward and consistent basis; © -
.and ‘that the programs in their entireties meet the needs of the stu-
dent borrowing population. ~ ... - G T
. +We are just one part of that. There is a large group of constituen-- - .
-, cies, including the government, the States, and ‘the banking system -
which has provided most of the capital. We are a part of that; we . -
¢ try to work in concert with it. And we think that, consistent with .. .-
- business ethics and prudent business practice, we are supporting -,
- the needs of the students in that way. = . - e T
- Mr. McCasE. 1 might add, Senator, if I may, to ‘Mr. Fox’s re-" | .-
.. ‘sponse that we believe that to the extent we operate ourselves as 'a

-sound, solid, financial institution, we better serve ‘the underlying . -

-~ social purpose of credit for students; and we are very interested in-. -

“that. Bq{;)\we get at it, I believe, by <oing our assigned job as wellas -~ ~ -

. 'We pOss1k : SRR L R ER T T T s O
- Senator|StaFrorD. Thank you, - = - . o ST

+: . Sallie:Ma€’s profits increased by 91 percent, I am told, from'1980 .

-0 1981, and by =n additional 40 percent in the second quarter of .~

~:1982./Can we assume from this that providing a secondary market- .

.-for. GSL's is:a’ profitable activity? And assuming it is, to what do =" -

2 you attribute your profitability? "~ " . .- TR R LD e e

-~ Mr..Fox.|Since ‘inception, Senator, Sallie Mae has’ earned ap-

- proximately|$120 million. We are today a $6.5 billion ‘corporation.

- Of -that-$120 ‘million, we have paid $55 .million in Federal income

. taxes."We have paid dividends to our-sharehclders ‘of '$5 ‘million;

- and ‘have taken'the remainder, or approximateiy $60 million -.into

ycan; ...

- retained earnings which has gone into: furtherance 'of. Sallie Mae’s
Pfgil‘ams.' They. have been reinvested.in guaranteed student loans.
i+ .Those dollars add up, on'an after-tax basis, to approximately one-
. half-of a cent |on each dollar that we have had invested. As 1 said




in my .openin‘ statement, if you were to coinparé that with the

earnings of other financial institutions, we would be significantly

on the low side. - - . o
/If you were to look at the capital that this corporation has, it is

about $85 million. That.supports debt in excess of $6 billion. That

" _i$170 units of debt for each unit of equity. As we go into the private
. capital markets to raise ‘money in support of this ‘corporation, -

people are going to be looking at our balance sheet and at our
earnings before they are going to be willing to invest moneys in

. support of this corporation. 3 SO ;
- In actuality, our earnings are significantly lower _and our lever-
" age is significantly higher than those other institutions with whom' -

- “we are competing in the marketplace for funds. If anything, the .

earnings of the corporation have been under what is probably rea-

o ionabl_e in order to s'uppdrt{continued access into the financial mar- -
. kets. | B

T do not think that they are particularly large. As a return on -

 assets of 0.44 hundredths of a percent, as a matter of fact, they are
" - quite low. If it is the intent of the Congress that there be a nonsub-
 sidized institution that does not use any tax revenues in support of

_these programs—and the thrust has been'in that direction during

. the last 5 years.in.terms of your legislation toward us—then “we.’

- feel that Sallie Mae is too highly leveraged?

‘must have a sound balance sheet and adequate earnings in order to’

- support access to the financial markets. S
nator STAFFORD. Regarding your debt-to-equity ratio, do.you

ratio is 70 to ‘1. That -

Mr.. Fox. Currently, our debt-to-equity

’_ " means that we are borrowing $70 for each $1 of equity that we have. ’
' We feel that we would like to bring that down over a period of time.

Our phenomenal growth in terms of assets, which hiwve not been -

" matched by growth of net worth, has exacerbated that debt-to-
. equity ratio over the last 2 or 3 years. We are trying to manage -

‘that now and trying to reduce it. = -

“""A debt-toequity ratio is only risky if there is a mismatch in the -
sense that some of our savings institutions have had mismatches

-relative to- the maturity of that debt, the- matgritg._ of the assets, -
5 ..

and the cost of the debt relative to the earnings of the assets. -

" We have tried.to. manage the corporation prudently so that that

- ketplace. - .

70 to 1 debt to equity ratio, which is higher than other quasi-Gov- -
ernment entities and is higher than any other bank in the country,
would not be perceived as prejudicial to the corporation in the mar- .

: BN

"~ Mr. McCage. Senator, if I may add, the marketplace conmdefa\
. tion is enormously important because we are: going out to the

‘public marketplace to raise our funds, and we are, as.Mr. Fox has -

“ .. indicated, nibbling away: at -this"debt-to-equity ratio. It is higher.

- Senator Starrorp. Thank you. '

‘than we would like to see it, but his explanation was a solid one for.:

.- Since the guaranteed student loans are insured by the ‘Federal -

" Government; do you think the Federal interest subsidy adequately

" compensates lenders in comparison- with their:returns on nonin-

e s

_sured loans? . -




:+ Mr. Fox. I had the benefit of chairirg a committee for the Con- -
.8ress 4 years ago that reviewed the adequacy-of the yield on the
-guaranteed student loan program. Certainly, with our own experi- -
~ence and.our own publishe&fr

results; which were solely achieved

~from the student loan programs, we feel that'we are in a goed posi- - :

-tion to answer that question. -~

What.we have found is that 'f’;he, vé“dafa'ntéed .st_u‘dén‘t" loan pfo¥ o
gram provides a modest return to institutions but is not as remus- .

nerative to a financial institution as other investments which they --

“could undertake. We have seen many-institutions getting-into the
- guaranteed jstudent loan program for reasons other than just pure .

“credit to students. They do so because -it is an adjunct to other

- forms. of b}isiness, gives them the opportunity to provide service in. - :

. their communities, and the like. = . L L
.. There is no evidence that we have seen,’ nor does our financial
-performance indicate that the yield on the gusaranteed student loan
.creates an asset that yields more than institutions ‘get in the
~normaljcourse of business. As'a matter of fact, earning less than
:olnqéh f a percent on our investment on an after-tax basis, not in-
~cludi
that/having run an  efficient -organization, ‘this program is only
- modérately rewarding to those institutions that’ participate.: = ...

g-certain costs such as origination fees and the like, suggests =

+I think we owe a vote of thanks to. the banking industry for

‘having made available so many billions of dollars over.thé years in
sugeport” of this program. ~~ o L e
:. Senator STAFFORD. Thank you. - - : o RS
_..Senator Randolph, I have run a little over 5 minutes, so I 'will
'yield to you. I'have got a couple of more questions. ST

. Senator RANDOLPH. Go right ahead. ' : A o
- Sénator StaFrorp. All right.. . et
«Last year, Sallie Mae reached' an agreement. with the Secretary
-of the Treasury to cease borrowing funds from the Federal Financing.

Bank on September 30 of 1982 or when Sallie Mae’s total borrowings g

- reached,$5 billion, whichever came first. -~ - . -~ .- o
-1 am informed through your testimony. that this total was.,

‘reached earlier this year, so my.question is what is the average in-- _;
‘terest rate paid on loans, and how much is this below the prime -~

rate? oo T TR
.. ‘Mr. Fox. Today, the agreement that we have with the Federal

. Financing Bank with the $5 billion is to pay them one-eighth of a =~
‘percent above the 90-day Treasury bill auction, interest calculated - = -

‘weekly.and paid weekly, which, on a compound basis, is significant-

fly»-,lgjg_her_ilthgn,ju;t;onejeighth of a percent on'a moreg_tra_dit_ipnal@ ‘

~basis. e e e e D e e T :
;. We_estimated that we“are;dpaying -approximately one-third of a .
percent above the Treasury bill. In the past; we have paid consider--

-ably higher to them. Their fees have ranged from three-eighths of a . -
percent to one-eighth of a percent over the Treasury bill in. their

-Wehave ‘calculated" that at any:given. point in :{ime -that - rate -
.would be more attractive-or-less atiractive than-our-costs.of bor--
‘rowing'in the private capiial markets. We' have also estimated that
‘the Federal income taxes that we have paid- have: more than offset’
-the Government for any differentials that we’ might have received :

142
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for having b(.(,n in the Federal Financing Bank relatlve to outs1de

* costs of funds. N
Today, because the Treasury bill is a very. secure preferred in-
vestment in a time of distrust of certain banking investments and -

. the like, the cost of the Treasury bill relative to banking charges’is.

. much W1der than it was as recently as 2 or 3 months ago. What
" that is going to do'is to reduce the income of those instititions who
are in the guaranteed student loan program, as well as reduce the
costs to institutions like Salhe Mae relat1ve to part1c1pat1ng in that,
-business. ‘
Today, pr1me is-at 15 percent Today, the yxeld on the guaranteed'.
student loan is about 13 percent or 13.5 percent. Our cost of funds ..
from all sources is somewhere in the vicinity of 11 percent. ,
Senator STAFFORD. Do you consider your ability to profit from a'j
large interest spread on these funds a Federal subsidy? ‘
Mr. Fox. I do not view it as a Federal subsidy, Senator. The Fed-
eral Financing Bank is a profitmaking institution. It showed proﬁts ‘
last year in excess of $100 million. I.think:the subsidies in the .

- guaranteed student loan program are those dollars that are appro-

.priated by the Congress to subsidize the student. T do not see any

- subsidies. implicit in th1s program for the banklng or lending 1nst1-v

tutions. :

Senator STAFFORD. Now, to get to'a paroch1al questlon what is
your relationship with lenders in the State of Vermont and w1th'
the'Vermont Student Assistance Corporatlon"

Mr. Fox.  We have relationships with 44 guarantee agenc1es
" throughout the country. We do not have a relationship at this time
‘with the State of Vermont. It is our understanding that the repre-:
“sentatives of the State guarantee agéncy have taken the position
~that Sallie Mae, not being an’entity that is a lend1ng institution
that i§ located in Vermont and not being specifically granted the
-~ opportunity to.be a holder of guaranteed student loans guaranteed.

; gylthe State of” Vermont is not perm1tted under statute to be a
older

‘Therefore, there is no transfer agreement between the State and
Salhe Mae which would eriable us to own guaranteed loans guaran-
- teed by the State. As I'say, we do have such relatlonshlps w1th 44

other entities throughout the country..

.- As .a result of that opinion that. has been tendered to us by the_

_"head of the agency, and also by the apparent lack of willingness to
. get the legislation changed, we have provided something less than

%250 000-of accommodation to" the State of Vermont s1nce we. havej
been in-business. -
. As a comparison, we have prov1ded about $50 mllhon in-the
State of New Hampshire, about $40 million in the State of Ma1ne g
and in excess of $350 million in the State of Massachusetts.’ o

‘Senator StaFrorD. When you said 44 entities, are you referrlng
o governmental un1ts other than States, or are ‘you referrlng to.
- States?
= “Mr. Fox. There are approx1mately 55 . ent1t1es, 1nclud1ng State'
- agencies, guarantee agencies, and those associated with: Govern-

- “-ment-territories,.such_as. ‘Guam and the Virgin Islands. We have

..-agreements with 44 or 45 of those at this tiine’ and we: do bus1ness_{
at all 'of those 1nst1tut10ns and States : ‘
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but-I would like to submit them to you in writing for. response at = -
‘your earliest convenience in writing to the subcommittee. = - G
- -Semator Randolph? = =+ oo e e
-~ ~'Senator RaNpoLPH. Thank you, Mr. Chairman. . . . oo o
. Mr. McCabe, this first question perhaps can lay 'a premise for.

Senator: Srarvoxp. Thank you. I have several ther questions,

others. Are all members of your Board users of Sallie Mae? If not,

_should they be? B N A R
~*_Mr.-McCagk. All the members of the Board as I run it through

“my mind’s eye here, Senator, are not-users of Sallie Mae. I.am a .

ilirect{)r of Sallie Mae, but my business is the private practice of
AW s T e e
- Senator RanpoLPH. Where do you practice? .. = .

+ - Mr. McCaze. Washington, D.C., Senator. - .- = |/

"~ We:have one director who is a newspaper publisher. .

.. Senator RaNDoLPH. Who is that? = = .

Mr. McCaBE. A gen‘'eman from Nashville, Tenn., faméd Irby B

* Simpkins. I think it is the Nashville Banner; I hope he.will'_.fotgi_&e - “i

“me if —'mis§u¢te and use another paper on him. =~ . /.
. Senator Ra ,
- Mr." McCaBe. Of course, a good number of the directors are affili-

ANDOLPH: There is another newspaper there, of course.

-ated with financial institutions and educational institutioxs which =~

-are lenders 'wﬁd,-‘ in turn, can have a relationship with' Sallie Mae. - -
- .We have a gentleman on the Board who is an insurance official =
from the State of Rhode Island. I could run through these, but. .. -

}‘-~-~AS,ex:latbr.RANDoLpH.j_Weiwill make - it . certainly ‘a part of the
‘record... .7 B Ut C P R T SN P
_"Mr. McCagg. I can submit the general background of each direc- -+ .
-._t,or:ffor .you, Senator, rather than' run through all 21 now, if you. -
CPPOIET. oo s ol LD g T e L e e T
| /Senator RanpoLpH. Do you feel, as I have indicated, that they =
-should be elected? .~ . Lo oo T
:/Mr.McCasg. The elected directors should.”. ., =~ .~ "
. Senator RANDOLPH. Are they elected or appointed? . - -

~-: Mr..McCagg [continuing]: Should have a relationship IWi‘th‘S:alvlié o

‘Mae, businesswise. Is that your question, Senator? Maybe the re-

“porter.can read back the first. part of your question. I thought you - - . o

‘ ?viiikéd, -should directors have abusiness relationship with Sallie -

" &iiator Ruvoven. 1 4, and then T asked should they b elect:

‘ed, rather than appointed; or both. . "

. “Mf. McCase. Well, it is both now; that is, elected diréctors are "

two-thirds of the Board. Appointed directors are the other one.
- Generally, I would say, Senator, the system seems to work. There -

‘are a lot of ways.you can"structure a-corporation, .as you:know
ve any: gréat ‘feeling. one ‘way' or the other of whether all direc
: corpozation tG have ‘directors-elected by’ shareholders. There: is
ut I really do not have any particular. préfereﬁcéz for one way

; f;o}lfﬁﬁlf? from your own' corporate background.: But I would. not
r8:shoul )

discipline that goes with that—an oversight, if you will-—from th
nstituting:t Board over another. "

~to -be_elected or appointed. I think it is- healst}%{foi:fdn
shareholders who'own the company. -




w o

. Mr. Fox aenutor ‘when the corporatlon was created the Con-i-»‘
gress was. using a lormat that had been used for many, many bther
corporations that were created prior to Sallie Mae. The various cor- -~
porations in the housing area-that make up the Federal Home .
Loan Banks, and the Farm Credit Administration agencies—maybe "
- 87 banks around the country—are owned by the people who par- .
) t1c1pate on a cooperative basis in those programs. - :

Certainly, the other two corporations which are privately held
‘and which aré listed on the New York Stock Exchange, which are
models—Fannie Mae and Coinsat—have boards of directors which ‘-
~are two-thirds made up of shareholders’ representatlves and one- -
*third appointed in the public interest.

So, there is a consistency. that was belng followed when fhe cor-
poration was being established.
Senator RANDoLPH. Mr. Chairman, and to the w1tnesses, I have
an emergency call. May I take 80 seconds? = _ ,
.Senator StaFrorp. Certainly.
' Senator.RaNporpH. Thank you, sir. ‘ P
.. ‘Senator STAFFoRrp. The Chair would llke thls to be in the record_;
follow1ng Senator Randolph’s questionis, but the Chair has in Land .
a series of questions from'Senator Orrin G. Hatch, who is the
chairman of the full, parent commlttee of this subcommittee, which -
“he would appreciate be1ng answered in wr1t1ng, gentlemen, if that -
is agreeable to you. - :
~'Mr. McCase: We would be glad to answer those Senator
“’Sénator Sta¥ForDp. Thank you. * - ,
While we are waiting for Senator’ Randolph but ‘again follow1ng’."
- his questlons in the record, the Chair ‘would ask this additional :
question. Last -year’s Reconciliation Act -authorized Sallie Mae to.
undertake ‘any. activity which Sallie Mae “determines to be in fur--
therance of the programs’ of - 1nsured students or: w1ll otherw1se

- support the credit needs of students.”

.. How would you gentlemen interpret this provxslon‘? Could youf?
. compete directly with State guarantee agenc1es 1n prov1d1ng GSL‘:;

" ‘loan insurance? : .

. Mr. Fox.. We are a creature of statute Senator and 1 thlnk our
. -authorities are. very carefully prescrlbed and limited. In: general '
. corporations that are created by the: Congress in support-of various .
grograms have much’ broader overall author1t1es than Sallie Maei‘f
‘has. - 2
- For example, Comsat Wthh was created by the Congress “has-an
" authority that reads that the board of -directors can do anythlng

“ which a board that is chartered under D.C. law can do-

~If you were to look at the. authorities granted -to many, manya;
‘other entities chartered by the Congress .you- would '’ find very -
" broad, open-ended responsibilities given to the boards of directors,
~some of whom are elected and some of whom are appointed.” e
_- " In our case, you prescribed ‘very spemﬁcally that the Board may
~consider any responslbllltles that are in support of- student credit;-

o That has directed us, and- we' feel obliged, to manage. our corpora- -

- “'tion in support of the underlylng GSLP and other modest programs,

" - ‘in which we do business. 3
.. When you give somebody respons1b111ty, you are also g1v1ng them

o kaccountablllty, and s1nce our’ Board of Dlrectors 1s a broad entltyl?




‘that represents all of the const1tuenc1es that make up the g'uaran-". S
-teed student loan program—lenders, borrowers, State agencies, and - -
:the like—I think what you have done is given the corporatlon the .
‘capacity to respond to specific needs when those needs make them- -~
“selves apparent on a rapid basis’in support_of the guaranteed stu-.
. dent-loan program, but.in a way that is consmtent w1th all of the, s
;needs of all of the constituencies. - R
" .1 do not believe that we have any r;:en—ended franch.lse to go out
’ and harm ‘anybody. The corporation always acted responsxbly S
-'Senator STAFFORD. Thank you very much.’ - - RN
- - Let me ask you, does Sallie Mae plan to. be an ong'mator of stu-*;;.
_ dents loans other than as a lender of last resort or a HEAL lender? ' =~
~-"Mr..Fox. We have very, very narrow authority in which we can -
. become an originator. We do not have legislation at this time that '~
~permits us to become an originator under the HEAL program; but, - S
‘as a potentxal lender-of- last-resort that may: be forthcommg from*_- R
“other legislatiom - -~ - - ST
" In terms of our loan consohdatxon program, we can reﬁnance ex—j
~isting ‘outstanding - indebtedness, which is a.form of origination. = -
l.There is.no:othér way in which we can unilaterally become an " -
gxnator without the support of-either the Secretary of Education .
/or the States where, on a geog'raph1c basm, there may not be ST
the availability of credit. - e
-.~We cannot-and  have not become an’ or1gmator on a un1lateral':"
;rbasxs, and cannot do so under our- leglslatlon S S
.- Senator STAFFORD. Thank you very much." A
.. Senator ‘Randolph, I asked a couple of questxons in your absence
, The floor is yours agaln, ano, hke you, 1 need to go out and make a‘i
'f,phone call now... . e _
- Senator RANDOLPH Thank ou very much £ PRI
Mr. Fox, 1 want you and Mr."-McCabe to know at the very begln-'-‘ T
“ning that we are not critics i 1n any sense: But when matters of this = . -
type are called to our attention, we want to go into them thorough- ..«
h I think you would agree with me ‘that it is very important at .-
“this time “to ' perhaps’ better understand the relatlonsh1ps ‘of: your - -
q)uasx-governmental ent1ty, in'a sense, and your private operatlons
: rough those that are affiliated and associated with you. ~ - -: R
The first-question that. I want to ask at this' moment. of either of,
u who are at the table is, How ‘many students loans, since Sallie ..
ae came into existence—I mean students involved; a loan to Mr L
X,or a’loan to Ms..A—~How i many loans have been made" .~
Mr. Fox. By Sallie Mae?.- , R R
Senator RANDOLPH. Yes. PORRRI g to ;
Mr. Fox.. We_ have entered mto approxxmately 4 500 transactxons,
" with: -about 1,400 institutions in’ -just about every- State in the coun-',
-try. Those transactions have added up to. about $7.5 billion.: = .- " -
Senator RANDOLPH. I caught that earlier. I am' talkmg about the :
number of students that were- actually. benefite ;
Mr..Fox..We canestimate: in: certain’ programs ‘and . we can be'
“specific in” others. In:our purchase program; where we have pur-
‘"chased close:to $3-billion . worth of loans, we can estxmate that that~
is approximately 1 ‘millionstudents. O
:7In the Warehousing Advance Pro
ther ins 1tutxons and the ~unde
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‘~'that money in sup ort ‘of student cred1t ‘we can’ estlmate that a
like: number of students have benefited——another million students

* Whether there is some duplication there, we cannot be sure. '~ . = -
~Through our commitment programs, where we. have extended . -

" commitments approaching $1.5 billion, we can estimate that th
~ banks. and -State agencies who 'have received the:benefits of &

.. commitments from us have probably been:able tozmake:accryzmo-

.“dations to students ona current, past or potentlal ‘basis :of b
300,000 to 500,000 students.

We Would estimate that the moneys that we haveadez: - :ghis
- have, in all probability, aided 2.5 m11110n students ‘a obz
‘ postsecondary education. .
Se) iator RANDoLPH. Over what perlod of years'?
M:. Fox. We began in 1973, last quarter. - o ' o
Senator RannoLps. Then, you are saying that in approx1mately 9

' . years, if we say that -as a rough figure, you have, through types of -

s

‘advance of moneys with which Sallie Mae is a part—2 5. mllhon' :
Vl_students have been benefited or have part1c1pated'?

' Mr. Fox. That is an estimate, sir.- . - : o
benator RANDOLPH That is'a very 1mpresswe figure, it certamly

‘Mr. Fox, I havé noted that most of the assoc1atlon 1 pr1nted ma-v" :

T terials state that Sallie Mae receives no Federal contributions. Yet,

. you have borrowed $5 billion from the Federal Financing Bank- for
" use in-the student loan activities conducted by Sallie Mae. - R
»"‘Now, I am asking you; Why is'not that amount ‘of money con51d--"“
‘ered as Federal funds?” -~ .. . o . : -
"~ ‘Mr. Fox. The $5 billion, 51r‘? I .
~ Senator RaNpoLPH. Yes. ' .
- Mr. Fox. The $5 billion has been borrowed from the Federal F1-
nancing Bank, which is a corporate instrumentality of the Un1tedv_:
~States: It is not the U.S. Treasury Department; it is not appropri- ..
- ated funds. It is-funds that that agency, administered by the Treas-:
" ury, raises. either from borrowxngs from the Treasury or 1n the pr1-.

vate capital markets..

" credit of the United States behind us..

: . -that without. that full falth and cred1t we could not have gotte ”}off '
g the ground

Fmancmg ‘Bank that .is  above " their cost’ of funds: from whatever

- It is a different source of funds than a d1rect Treasury borrowmg,v
V.whlch is something that we have never done. The $5 billion that ‘-
. we have borrowed, whether it came from the Federal Financing""
.-.-Bank- or from the pr1vate capital markets, clearly could not:have:
- been raised in our early years if we did- not have the full falth and i

: Creatxng a'corporation from ‘absolute 'zero 9 years ago, thh no:
_credit standlng and no ability to borrow in- 'its own name, obviously
“ would ‘not hiave been successful in obtaining capital..So, we ‘realize

“But, in all falrness we do pay a. rate of 1nterest to the Feder

- source ‘they get it.Second on our earnings, we pay Federal.income. '

" taxes which othérwise would not have been ‘available:to the Feder- -
" al' Government. And’ we have been .able to:caic:'até that the dol-

lars that we have been able to give back to-the Government" have: -

b have gotten by V1rtue of usmg the Federal Fmancmg Bank', ;

*. more-than compensated for any differentials of cost that we: mlght'*»:‘f
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We had the opportumty of havmg approprlatea runds to the cor- g
poratlon in 1973 for startup operating costs. We did not take those - .
“funds. We have never had any. approprlated funds from the Federal s
"Government U
~:-Senator RANDOLPH Well, it is taxpayer dollars 1s 1t not‘7 PR
" “Mr: Fox. No, sir. . . :
-Senator, RanpoLpH. What? S
- Mr. Fox. No, sir. ' '
" Senator RanporrH. It is not from Treasury or taxpayer dollars‘7‘
Mr. Fox. No, sir. ~
- ‘Senator RANDOLPH Where do the Feder al Fmancmg Bank: dol-‘ wi
_‘lars come frcm? You may have said, but let us say it again. IR
.+ Mr. McCasz. They raise at 1east a part in: the pr1vate cap1tal_ '
‘ markets ‘ R
- Mr. Fox. I would like to read some material. spemﬁcally from the - TR
Treasury Department that I think would respond to that, Senator.
his is from the Treasury Department s operatlons report of the :
ast year:
The Federal qunung Bank-is a corporate lnstrumentahty of the. Urited States .
hich'is_subject to the general supervision® and direction of the Secretary of” the
 f'reasury. It is managed and operated:by Treasury employees, who provide services -
o-the FFB on a'reimbursable basis. It was-established by the Federal . Flnancmg
- Bank Act of 1973 to coordinate, reduce the costs.and efficiently. financé federal -

. agency and federally-guararteed obllgatlons, and they are authorlled to- purchase' S
obhg\atxons from a number of entities. ST

The Federal Fmanc1ng Bank took the pos1t10n in 1974 that Salhe B
Mae “had -to sell its. obligations to. the Federal F1nancmg Bank. =
Prior to that, for the first 1% years of our operatlon ‘we were bor T
rowing in- the direct. capital markets: B
Reading on, “Thé Act authorizes the FFB to issue 1ts own debt - ©
- obligations, to the Secretary of the Treasury and to sell its debt to-
the . general pubhc ” It ‘goes on to say that it has a current lending -
- rate, which means that it cannot only meet its costs but'make a.
- proﬁt And -the statement goes on.to say, “As.of September 30,
+1981, the institution had assets of $107 billion and had earnlngs in- .
‘ that year of $142 million.” "
..7:I'would be pleased to provide more deﬁnltlve lnformatlon rela- -
"j:t1ve 'to the" Fed) ral Financing Bank for the record.’ It is one of the
 least understood and one of the very largest financial 1nst1tut10ns
.in‘the country, but it clearly has no approprlated funds sir, nor e
,:‘_does it come from taxpayer dollars.” - -
Senator’ RANDOLPH You made the statement—I d1d not———that it
,{1s least . understood. o oo o . ;
" Mr, Fox.:Yes, sir. & * ' e ' ‘
"Senator. RANDOLPH. So- you can 1mag1ne why we are hold1ng th1s
“hearing; is that not correct? - -
“Mr.:Fox. I sympathize with_ people who are not fam111ar w1th the_;
';arcane workings of that institution. -
‘Senator RANDOLPH. We will place’ in’ the record the mater1al~ ap-
i.jproprlately of course; that is provided by the association—your cor
'porate organlzatlonal structure‘and your corporate funding, whlch
_“you have distributed or is avallable That certa1nly would be agree-
“able to you, would it not‘7 = :
“Mr. Fox Yes. = - -




‘Senator RanpoLpH. 'Educational opportunity is the bottom line.

" That is your motto, in a sense. That is a good one, is it not?: -« =«
- ‘Mr. McCasE. It sure is. IR TSRO I
- “Senator RaANpoLPH. How about students as:they go intc’ college -

: . . this September? What is the picture for students? -~ = . E
-7 "Mir. Fox. It is a little bit difficult, Senator. We follow this; and as

" recently as this morning I sat down with some of my staff persons - :
because I expected to get that question. . - R AR

. The evidence that we have from the Department of Education -

.. and from the States'is:that in the first quarter of this*fiscal year, -
"-" the student loan program was moderately up. In the second quar-.

“ “ter, it was significantly down, and we see that in the third quarter.

it is significantly down. 0 s e e e e

. . Our best estimate today for a variety of reasons, understanding.
“that ‘a very significant amount of lending will get done.in this .

" quarter, is that-there may be as much as a 20-percent decline, or a .
+$1.5.billion-decline in originations in this fiscal year as compared.
<. tolast fiscal year. .. T o Lot b e S T

- . Translating that into. dollars, where last year there might have

" ‘been a $7.8 billion amount of originations, we would not be: sur-. -

prised to see that figure reduced to $6.25 billion this year. .« - ..

. Tt is very spotty. There are some parts of the country where pro-- -

~grams are up; there are other parts where they are down very dra- .-
" matically. There seems to be some misunderstanding amonq many -

. parents as to just what the legislation of last year really.did to_. .

them, and it appears that some persons who might otherwise quali-

. fy are not even seeking accommodation this year. =

. Ithink that the representatives of the various States who will be -
-7 coming on after we do, and who are actually. processing thée appli- .-
.+ cations, may be in a better position to give you more firsthand in-
=" formation. But. it would appear that there is a significant reduc-: .
"’ tion, not yet accurately determinable, in the amount of credit that

. will be extended to students for the coming school year. .- * . -
... Senator RANDOLPH.. Mr. Fox, could you tell"us precisely, not that" '
_you are in any way not being precise, what adverse-effects would -

" accrue ‘to -Sallie”"Mae if ‘the' bankruptcy: provisions temporaril
. granted last year are allowed to expire on,_Sep,temb'gr‘3%g Gt
' Mr. Fox. Senator, the ‘act which was passed last year with:r
*_spect’ to which weé are asking for a. permanent extension, states
o tﬁat_ the Federal Government or its:entities, as informed creditors,
“ should be ‘placed on an:even keel with:all other ‘creditors’ of an

- entity were there to be some form of forced or voluntary: liquid

" For. Sallie Mae, this is as important to be in place as it would b
" for any other prospective creditor.who deals with:the:Government.
:What we are asking is nothing less than what any other:institution
dealing with the Government alréady has under the 1976 and

‘bankruptcy amendments as approved by this Congress.. .
.- Were there to be a'perception on the -’fpart?-ﬁsifipr.o.sgeétive uyers .
“of our securities that, for whatever reason; they might not'be able
to get paid back for those investments which they make in our c
-poration for the ‘purchase :of ‘our' obligations,”that would severely
“reduce their appetite or desire to want to purchas igatiot




unwilling: ese’.times to. commit their ~dollars:
is an assurance-that they aregoing toget paid bacl
To the extent ‘that they are told there is.a possibility that.they. may

be ‘a‘subordinated Ereditor to a very large creditor—the Federal Fi- = -
ncing. Bank—theit’. willingtiess ‘or their appetite to buy our secu-. -
“all likelihood .will diminish, and the likelihood that we can:: -
ce- ourselves® or,.refinange” our existing obligations ‘reduced . - -

<markedly and dramatically.- =0 . SR

The~possibility: exists ‘that we would haveto: unker. down, and -~
deed it would cause distress in the marketplace to those people to. *
whom~we have. commitments: We have:business.in process; we:
have.contractual ¢ominitments. We want; very much 'to be able to
honor ‘those ‘commitments . to -the' varigus” States;;banks, and.the
ike,"and we:would hope that:would not’come ‘about so we:would:
have to test our capa

city:to finance those commitments. 0« -
W ‘ac’s debt is-cui- - "

Mr:; Fox.- TheFederal” Government, meaning. tk: orporate in-. .
ument" Jof “th ederal: Government—the-"Fed’.szl Financing i
; s $5 bill d.the general public today has approximate- -
$I*billion. Those, are the funds which:we have raised during the. .-
past 9 months;; following. the' completion of?our. borrowing at the *
imit'set'for us'in our Agreement with the Treasury last’year.”. =
Senator RaNpoLPH: Mr“Fox, if Sallie Mae had permission or au- .
_:thority-to lend: directly:to colleges, enabling those institutions to .
“'make, uninsured.16ans through local banks, ‘how much; in” your esti—
‘mation;: wouldsthe-‘Government-be called:on to: pay for.such a pro-- . -
ram, aid, who-would.set the terms fof such:loans? How high could :
terest -go for'students? =" L B L A
:“Mr. Fox*Tt is;our opinion that the Guaranteed Student Loan'pro--
“gram;’ is currently structured-will- be providing'a very signifi:
“.cant: percentage of’the.accommodations necessary-to.support stu--

ave’

hér: source,




» , U146 NIRRT
“To the extent that there is a banking system-that will fill that
“vacuum, Sallie Mde will niot' be needed. To the extent that that -
vacuum is. not totally filled ‘and there-are a number- of students - .
"~who have a bona fide and legitimate need for financing, Sallie Mae -
‘would- expect to ‘be asked to prov1de some, form of financmg to
. assist those individuals:
“At that time, con§1stent with our leglslatlon cons1stent with dis- - -
- cussions that we would have with all of the interested parties, in-
“cluding the Congress, and consistent with our franclise, we would
===try-to -make-accommodation -on.the.fairest basis.to. mtermedlarles
who would then make tHose accommniodationsto-students———— —
But we have no requests for such loans at-this time. I do not see’ .
 where there wouid be-any cost to the Federal . Government since :
thls would not be a subsidized program. It would be private capltal ‘
~in support of these programs, if and when they do'come about. And -
T would think that prudent bankers or Sallie Mae would set rates
- conslstent with the marketplace, cost of funds, and reasonable prof-
+ . its.”And I would think that if these products were attraétive to. "
banking institutions, they would compete to make these' _products
" ‘available to.the students and they would certainly be no more. -
costly than any other consumer credlt that is avallable to the mar-
ketp ace today. e
‘Senator. RANDOLPH Mr' Chalrman 'should I come back to you
now" I believe I'have run-over. - I
"-Senator’ Starrorp. Why do you not go rlght ahead Senato;' I
have finished the questlons T wished" to ask” orally, and what others —
‘T have will be submitted in writing. : EERE
j - Senator RANDOLPH Thank you Mr Chalrman and I w111 try to-'*"";.
move very quickly. = - s
‘T ani:advised that Sallie Mae recently sou°‘ht the concurrence. of -
the Secretary of Education in your view that section 438X 2XB){1) - - -
" of the act does not preclude payment of the special. allowance to .
.States on guaranteed student loans made by those States w1th pro-'__..‘.
_vceeds of funds:advanced to them by Sallie Mae? . - s
. The Secretu.y did not concur: with. your views.. ‘Now, what Mr
s Fox ‘was your reasoning for making that request? Had the Secre- :
'tary agreed : with "your ‘position?. What .wouid it have: meant in’ -~
“terms ‘of profit to either you or to the States? How much would
have been the-cost to the Federal Government?- o
How .would. his:concurrence have helped prowde more student.“;"
cess to’ guaranteed loans? It is.a very involved question, I know.: -
Mr. Fox. It‘is one that is very important to’us, .and I would hke ‘.“_‘
he opportunity to speak for the record on that 1ssue, Senator
Senator:RANDoLPH. Thank you, sir. : - s
- Mr .’Fox:In the 1980 amendments to the ngher Educatlon Act A
wWas. ,e_cogmzed by.the Congress and by.others that there. should_’
be* a.very. diverse-delivery system in support of student credit and -
that' institutions -should- have the broadest array of optlons as to
where ‘they could get their fundg, L
Tt:was noted that the State ‘agencies who were financed prlmarlly» i
through: the'issuance of revenue bonds were facing: higher: costs,
and indeed the. mauihty ‘to issue longer term securities.which:were -
‘necessary to. matc;h the: maturlty of *ne longer term assets theyi'?‘-*y.*
were acqulrlng e A S .
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The ability to lend moneys that Sallie Mae raised in-tlié private
capital markets to State agencies was implicit in the 1980 legisla-

~ tion. What this did was give the States more .options and more
flexibility in their. fund-raising dealings so /th’ét they would have

more. opportunities to raise funds in suppért of their State pro-

rams. : ‘ - .
g'.So, if one alternative means of financing was foreclosed because
of poor market conditions or because of the inabiliy of the market

- to purchase’ their seci.:.ties, or whatever, they had an additional
option to borrow. This can only be beneficiai to the States who

~—"have that option, and it can only be beneficial to the students who
therefore get the benefit of those dollars through accommodations
“made by the very strong State networks that exist in 25 States that .
support primary and secondary lending. B S
There was no requirement that anybody had to borrow. There
was no requirement as to what price it had to be. All it said was

‘that the States were given an- additional alternative means of rais-
" -ing capital in support of those State programs. That can only be to
the benefit of all parties, ‘ 3 :
~ The Secretary of Education, in reviewing that legislation with
counsel, took note of the fact that certain changes were made in
legislation relative to the States’ ability fo sell revenue bondseand .
... the income which. they received if they were to finance their pro-
grams through tax-free securities, o :
The result was that it was unclear in their minds as to whether
-a borrowing from us, of fully taxable funds would result in a full
special. interest allowance or a half special.interest allowance. It
.had been stated in the law that if they borrowed on a tax-exempt *
. ‘basis, they were not going to get the benefit of a full special inter-
- est allowance but would have their income cut by the Federal Gov- -
- ernment. . . . .
* There is nothing in the law that says that we cannot make this
loan to the States, and there.is nothing that says that they cannot
. be fairly reimbursed and fairly compensated,.as all other borrowers
. and all other lenders in this program are reimbursed. But because -
" the law was not as clear.as the Department of Education would
. have liked, they said that additional legislation would be necessary
‘to clarify and assure that that ‘authority existed. . s ‘ ‘
. “Senator Pell and Senator Stafford wrote a letter to thé Secretary -
- pointing out that the legislative history, the report language that
".~accompanied . the legislation, and the legislation ‘itscif was 'very -
~clear -that this:authority to the States.to be able to berrow from
- Sallie Mae and to get the full special interest allowance was clear.
". The Secretary has reiterated that he feels it is unclear and that it
- ~would take statutory changes through a technical amendment :to
;- clarify the matter. S S - e
- -In their technical amendments, they ‘have proposed clarifiying
" "language. We heartily support that. There is nothing in there that
- suggests any profitability to either the States or to gallie Mae. All -
.. it says is that: there is an additional source of funding available to '~
+.the States to ‘aid them, at their choice and option, in making ac- .
‘..commodations to students. . T T
. Senator RANDoLPH. I know that you mentioned Senator Pell in.
-«the colloquy that we have-just been having, and I am gratified to . - -
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: acknowledge that his leudershlp in the matter of Pell grants stu-f
~ dent loans and benefits to our student population at the higher in-
_ stitutions of learning has been of a very hlgh order.

Mr. Fox, there is a specific authority in section 439(q) of the act, -
and I am pointing it out so the record will indicate it, under wh1ch
Sallie Mae may: itself make these loans where ellglble borrower°

" are seeking but are unable to obtain loans. :
Under that provision Sallie Mae, in particular, may respond to
. that unavailability of loan funds. Has the Secretary of Education
encouraged you at any time to consult with him or his staff on the
possible-implementation of that lending authority?

Mr. Fox. We have never received any specific request from any

 State or institution to- exercise an authority within that State.

In response to us relative to the loans to States matter, the Sec-
retary indicated that if a State was unable to raise funds in sup-
port of its program through the sale of revenue bonds, and if they
were unable because of his ruling relative to loans to State pro-
- grams to borrow from us, and if as a result of that, there were no".

funds or inadequate funds available within that State it would be -

appropriate for Sallie Ma= to exercise that provision to make sure.
. that there was adequate capital. :

We have responded that if there is a bonaﬁde and strong dehv- ‘
‘ery mechanism in the person of a State agency, it would be totally
-inappropriate for Sallie Mae to be either replicating or duplicating . .

the facilities of that entity; that we would much prefer to work
_through the existing infrastructure which has so well served the -
guaranteed student loan program in the past. And we have not un-
:dertaken any action to implement that authority in any. way.
~ - Indeed, with the strength of the guarantee State agencies and
‘the fact that it requires a request of a State and the approval of
the Secretary, rather than unilateral behavior on the part of Sallie
“Mae to exercise that provision, we do not anticipate that that pro-

vision will be exerc1sed under the current processes or programs, as

“we seé them, in the foreseeable future..We have no interest in pur-, -
suing that as long as there is a strong and viable-alternative struc-
ture already in place, and .we have so advised the Secretary.

Senator RaNpoLpH. The question I am .now asking—have you an-

~swered it? If implemented, what -would -actually occur in' those

States where loan funds were unavallable or deemed to be unavall- '- '
- able?

" Mr. Fox. My. understandlng of that prov1sron which goes back'to  :
the 1980 legislation, was 'if, on a geographic basis, there were no. -

: : funds available—there was a definable, legitimate need and it was.

~recognized within the State that there was this need, and that need
~"was conveyed to the Secretary, who then made a rullng that there -

'was a need—under those circumstances, with the support of the -

State and with the support of the Secretary, Sallie Mae could ‘be

~.invited in to become a:retail banker in that State to make accom-, _.;71

o modatlons o
"~ Now, Sallie Mae.is not a retail 1nst1tutlon 1t "does not have a’,

" large staff it does not have alarge infrastructure."

Senator RANDOLPH. What is the staff? . ‘ e '
-~ ~Mr. Fox. We have about 450 employees That is about one-tenth
«of what a banklng 1nst1tutlon our 51ze would have. . A




We have no dﬁSqu to set up a: large retall banklng network
e1ther in a-State ‘or nationwide.. We would much prefer to work
with _existing - 1institutions. But were it to come to pass, that 1s the ’
way in which we understood the .process would work. L
‘- Senator RANDOLPH. \So, if this unavailability of whlch I have' :

, spoken were in effect, what would be the effect.on that State guar-j
antee agency? \ ‘
" .Mr. Fox. It is ‘my nderstandlng that only if such an agency,
g either did not exist orﬂo longer had the capacity to function. would
_ that State, in the first/place, be requesting assistaice,

.. Senator RANDOLPH. ‘ want to state for the record to you Mr
Chalrman that Mr. McCabe and Mr. Fox have been very helpful to -

“.me, and I think in the. prlnted record of this hearirig and the fur-

~ther consideration that'we give to this subject matter, there will'be-© -

" those additional. clarifications as specified, not that there has been -
any attempt, I say,.to hlde any matters. -

... ~But-T-just trust that through the maze—I use that word—we can -

o come to a clearer understanding of what has been done and what
perhaps needs to be donejin the future. We are distressed, many of
us, who are intensely interested and deeply - concerned about the
“colleges as they open their doors this fall, that for one reason or -

.- another—but, certainly, 4 very major reason is that the benefits

. that the students have fe|t were accessible to them are belng cut

- and are, in many instancey, being eliminated. ‘

‘From college presidents| especially, in West Vlrglnla I received
most discouraging information” about the reduced. student enroll-
ments that will come in theé next few months.

Do you feel that they pethaps are frightened unnecessarlly, or is
_the situation as acute as they indicate to me?

- Mr. Fox. Senator, I sit lon' a number of panels and groups of
people who try to examine the problems associated with the educa- = .
tion delivery system, and the like. Yes;.I do hear in a number of:

- .instances that institutions are feeling'some of the pain. !
 Some institutions, I think, will do better. Many institutions may
indeed find a léssened nu ber of students available to them. We
“will not really know the.full impact of this for another 90 days s

 The:Congress- has to wrestle with the issue of how to appropr1ate

*funds in support of higher education. - - ¢
-~ We are one of the partici nts in the private: sector who tr1es to

. support the. congressional intent. The participants include banks, = -

. as well:as other financial 1nst1tutlons I think all of us feel a very - i

“'strong need, consistent with the law, to do the best we can 1n\ sup-. N

- port of the postsecondary edutation 'system. . -

-+ Mr. McCage. I might.add to that, if I may, Senator, that. we at :

',-;,,Salhe Mae do. not feel that itlis our _]Ob to. make policy; that comes

 from up here.;We do, however, feel that we have if you will, a tech- -
-~ nical competence. that -we ‘would like to share with you whenever
- “.you want to call on us. We t \nk we can help in show1ng, perhaps, -
"_‘how some idea or legislative approach may work out in the market-
J::-place: And. to: that extent andito’ the' extent we:can be, 1n a sense,
s :techn1c1ans, we.will respond tolany call you make of us. >
;.. 'We do-like the notion, though, of staying away from pollcy We_-.
!.';:,:do not want to be presumptuoys. in’that regard; it is not our- role.
. 'We .are: here to- help, 1n that s nse -as: tecb-ucrans Whlle we wrll~




. wish, and if you have questions, please go ahead.

S s

not bother you and we will not be knocking at yodr door unduiy, if

. you.or any of the committee or the staff feel the need for this tech-
-nical help that we might be able to give, we will respond promptly.

Senator RaNpDOLPH. Mr. Chairman, both these gentlemen, Mr: v
McCabe and Mr. Fox, have been very helpful to me, and I.am sure - -
to you and members of the subcommittee. Thank you very much.. .

---Senator STAFFORD. Yes, [ think they have, to the entire subcom-
mittee and the full committee. . - :

The Chair is happy to see that the ranking member of this sub- .
committee, my dear friend, the able Senator from Rhode Island;  °
Senator Pell, is here. Senator, we-kept the record open for an open- .
ing statement to be either given by you or to be inserted as you'

"Senator PeLL., Thank you very much, Mr. Chairman. I have no .
opening statement. I do have a couple of questions I might ask. -

Senator StaFrorDp. Certainly. - _ o o oo

Senator PELL. I have a great regard for Mr. Fox and Mr. McCabe
and the Saliie Mae operation. . s I
.- I believe sor..e critics however,; have contended that you will not -
purchase small portfolios. What is the range of portfolios that you
do purchase, and what is the average size? ST E

Mr. Fox. I think that is a bit of mythology.that has grown up
over the years, Senator. The median sized portfolio that we have
purchased since inception is between $300,000 and $400,000, which .

means we have done‘as many transactions below that size as -

above. That translates into-a median size transaction of approxi-
mately 75 or 80 student loans—borrowings for 75 or 80 students.

~ ..We have actually purchased as small a loan portfolio as one note

for:$1,000. The largest transaction we have ever done is in the hun-

- dreds of n:illions of dsollars with nationwide lenders of last resorpl' e
-~ By and large, the bulk of our institutions are smaller, local insti- -
tutions who provide ciedit in their communities. In addition to our -

normal ‘programs, we have community lender programs that give

.- . even more attractive opportunities to participate in. our program - .~

and availahility to smaller institutions,

.-~ And I think if you desire it, we can provide you with more spééif} 07
-'ic detail about who our customers are, and- the like. But, clearly, -
- we have had marketing representatives visiting mére than 10,000 .

" financial institutions around this country. We have dohe business’

" with about 1,500, and the bulk of our business in terms of numbers - -
= - of transactions is actually- with the smaller, more modest-sized in- . -

~ B 3 )

stitutions of a more regionzl or community nature. .-

-The bulk of ‘the-dollars come from the bigger. insti'flitions' t.hét’;‘;

. ~are more statewide in nature, whether they be banks or State '
. agencies.” But we have made every effort to reach. out to-smaller -
“1nstitutions all over the country, have attended the meetings of the .
~small bank associations-on a statewide basis, and have made it our.

' v:“,f_,b'usihess ~hrough our advertising-and promotion and through some. -

-of the m :terials which we have made available. to your staff and " -
~ which’ can be 'made available: to you, to ‘reach. out to the smaller . .
~institutions for a-number of years, and I think the record bears -

. that out, sir. B S
.+ /Benator PeLL! Thank you very, much. Now, I understand that Lo
- Sallie Mae ix authorized to act as a lender of last resort. Are there

o .




1

3

any instances where you dre doing that, where the State agencies
- or nonprofit organizations have not been able to meet the demand

and you are acting as a lender of last resort? .

_Mr. Fox. Generally speaking, we have financed those State agen-
cies or those banklng institutions who have.undertaken the role of
lender of last resort in their geographic areas. There have been a
couple of instances where, because of historic problems or the in-
ability or the lack of w1llmgness of the banking system t"} provide
accommodation, we have actually stepped in.

An example, Senator, was here in the District of Columbia,
where practically no loans were made for a number of years, which
was very unfortunate. Working with the Department of Education
and a local bank, we put together a program thht made available
“to those who elther went to school in the District or who were resi-
. dents of the District a lender of last resort program, the Depart--

ment d01ngr some of /the work, we doing some of the work, and a
local bank issuing a check, and Sailie Mae buying those loans lm-'

" mediately thereafter.

Now, admittedly, this, is stretch1ng the secondary market a bit:

- But. at what was actually a losing proposition for the organizaticn

and at high cost to the bank and. the. Department ‘of Education, we

“ put in place a program.which very rapidly generated about $30

"million worth of loans. ‘
We were very pleased that shortly thereafter, a guaranLor———the

ngher Education Asslstance Foundation—did step up and was

willing to undertake the responsibility of putting a program in

- place here after this had been created. And then a State agency

was created that has undertaken that respons1b111ty, and we have
backed away because we were no longer'needed. )
We have worked with the banking system in Callfornla in much
‘'the same way in gett1ng them back into the program, where that
State had a practically nonexistent program dorb years ago after o

. some difficult experiences.

- Senator PeLL. I see what you are dr1v1ng at. You make sure that
students can get loans, butin how many 1nstances today wouldl,
Salhe Mae be the lender of last resort? :

Mr. Fox. We do not originate any loans at this' time. We never-’ e
"have originated. any loans. We always work through an interme- = -
d1ary To the extent that we work with the appropriate State au-

thorities and the appropriate lending institutions in that State, we ..
try to help and accommodate by providing capital,’ know-how andf
support But we do not. make any loans on a direct basis. e P

“Senator PeLL. But you are authorized, are you not to do so'7 Are
you authorized to be a lender of last resort? -

Mr. Fox. Under the 1980 legislation, were there to be 1nadequate Co
support within a State or were there to be inadequate support from ‘-

" an agency within that State, at the request of that State and witii

“the consolidated. rate on both the NDSL and GSL is intended to be

“the approval of the Secretary .of ‘Bducation, we may be invited.in.’
““There is no way, on a unilateral basis,. that .we ‘can- do that andv
“have never-done so nor been asked todoso.. : S
‘Senator PELL. Thank you very much. Now, t1nall in your loan P
consolidation program—1I think it.is called OPTION 1 notice'that. '

'7 percent Now, w111 th1s not place the youngster who has both an.’""
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- NDSL and a GSL loan at a disadvantage, because the NDSL rate is
3 percent and the GSL rate is 7 percent? B ’
: I'was just curious why you were not averaging these different
" rates rather than taking the-higher? N T '
"' Mr. Fox. The law specifies that we are to make the consolidated
loan at a 7-percent rate. The law had not auticipated that the GSL
.would go to 9, and we are supporting legislation which is among
the technical amendments from the Department of Education that = -
suggests that the refinancing is at the .rate that the student had
- under the GSL program—either at 7 or 9, o e
~We are not actively soliciting, trying to get a chéaper rate for a
student than they otherwise might have had. The student has thd .
option of consolidating all or part of their indebtedness. The benefit
to the student is not so much that there might be a rate 'that is .
~‘better or less than they otherwise had. The benefit to the student -
is that they can manage, perhaps on a graduated basis or perhaps
.on an extended basis; their debts, and so their total out-of-pocket
. -costs can be better managed relative to their inccrne. -~ .7 ‘
' 'They get the ability to extend nayments over a longer term or
~ the ability to perhaps pay a lesser awount of principal back in the
early years as against the latter v.srs. It is a cash management
device, but for the student, it is not so much that they will save a
ge\_rl dollars in interest, but it will aid them in managing their af-
airs, , : e L
: To the Governmert. it 7.eans a lraser probability of default. It
- also means that NDSL rroney that otirerwise might not be availa-
- ble to a school is recycled back to that school to be further lent to -

- other needy students at a point in time when tbey need that ac- .
- commodation. Finally, it is using private capital in support of the -
. whole mechanism. o . : B TR
-~ It also means that .a lot of small juans are consolids’w.: into a, -

single loan so that there is only a singie cost of admiinstration
rather than multiple costs of administration for each one ? thesée
“loans. It also removes from the school the necessity of servicing
- loans for which they are not necessarily well prepared. - -
- It was not solely to give an interest accommodation. It was for a.
~ variety of purposes to improve the entire program that this pro-
" gram was created, sir. - - o S R '
- ‘Senator PeLL. Thank you. Thank you very much, Mr. Chairman.
- Senator STarroRrD. Thank you very much, Senator Pell.-- o
-~ If there are no further questions at this time, the Chair for.the
7 subcommittee wants to.thank you both, Mr. McCabe and Mr.-Fox, . -
© . for your assistance to us in understanding Sallie Mae.. We look for- " :
- ..-ward to availing ourselves of your advice in the future if we feel we -
. need it. Thank you very much. T S oo
w0 "Mr, McCABE.- Thank you. ' R T T P R R SR
2% "Mr..Fox. Thank you, Senator; thank you for the opportunity:: . ... %
- Senator STAFFORD.. The next and finral panel this morning will be
' the State guarantee agencies panel, consisting of Mr. Richard C.
Hawk, president of the Higher Education Assistance Foundation of .
Overland: Park, Kans.; Mr. David ‘Longanecker, deputy- executive "
director, Higher "Education: Coordinating -Board,. St. ‘Paul, - Minn_;
~.Mr. Paul P. Borden; executive' director, Higher Education ‘Assist-.
~“.ance Authority of Frankfort, Ky. And the Chair is very happy to - -

«

. - ‘, ¥
IRCEAN .
. 5




e

© 158
.~ see that Mr. Ronald Iverson, director of the Vermont Student As--

. -sistance Corp., is also here. T RV
.-~ The Chair. is prepared to ask you if 'you have some preferred - .
order- in which you wish to speak. If not, we would start with Mr., .
““Hawk, and go then to Mr. Longanecker, then Mr. Borden, and then .
" "Mr. Iverson: o o ' oo :

-~ Is there any preference, gentlemen?
. -[No response.] - . Rt S :

- -Senator StArrorp. Hearing none, Mr. Hawk, I guess you are the
- leadoff withess. - A B

. “STATEMENT OF RICHARD C. HAWK, CHAIRMAN OF THE BOARD, - |

- HIGHER EDUCATION ASSISTANCE ‘FOUNDATION, OVERLAND

+ PARK, KANS,; DAVID A. LONGANECKER, DEPUTY EXECUTIVE - - ‘

. DIRECTOR, MINNESOTA HIGHER EDUCATION COORDINATING - |
I BOARD, ST. PAUL, MINN,; PAUL P. BORDEN, EXECUTIVE DIREC:

. .TOR, HIGHER EDUCATION ASSISTANCE AUTHORITY, FRANK-

-FORT, KY.; AND RONALD IVERSON, DIRECTOR, VERMONT. STU-+
o 'DENT ASSISTANCE CORP., WINOOSKI, VT., A PANEL S >
. Mr. Hawk. Thank you, Mr. Chairman. If I may, I would like to = '
. take just a moment to commend this committee for"its diligent'and' .

. notable ‘efforte: in maintaining the ‘guaranteed student loan: pro- . -
“-gram. This is not easy in periods of pressure for reductions’in the :

" budget. There is very little that is mord important than the preser-

. vation of financial access to postsecondary education for the future
- of this Nation, and this committee-does deserve to be commended.
That needs’to be recognized. The leadership has been superb,-and I
think you need to know that all of us appreciate that genuinely.

~ Senator Starrorp. Thank you, Mr. Hawk. For the committee, we
- do appreciate those very kind words. They will act as some salve to E
?1. few of the scars we have picked up in the last i8 months down . -
ere.. S _

. Mr. Hawk. I might also say that we have been especially pleased

- at the bipartisan approach of the committee: with respect to this.
= Of course, I feel particularly- indebted to Senator Randolph—his P
_-able representation not*only-in the State of West Virginia but his .:- -
-~ diligence and -humane efforts to meet the genuine needs. of people. .
+ . 'Mr. Chairthan and members of the committee, at.the outset.I-"
- wish' to state clearly my belief that the Congress should adopt the .-~
~“proposed amendment with respect to bankruptcy. for the Student:
~“Loan - Marketing:.- .sociation, and that the Congress should take" -
vany other reasonable actions which will facilitate continuing finan-
. cial viability of the association. I" also believe it to-be appropriate

- “for.the Congress to monitor the association to assure that-its activi-

.. ties are consistent with the intent.of Congress. ‘' it
.~ Availability of a’ national secondary. market as provided: by the
.- .Student 'Loan Marketing ‘Association is absolutely essential to the
~.guaranteed student loan  program. Although several ingredients are
. necessary for ‘assuring: adequate_funding "and :liquidity.of. funds for.
. ’access 'to- loans" throughout . the Nation,  the: national: :secondary
- 'market is one of the most-important, if not the' most important; of

. those ingredients. <. . ©
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- Given the importange of the national secondary market function
“performed by the a/séocintion,- any attention which the Congress -
chooses to devote to’ the association should be focused. in the con-

" text of assuring that the national secondary market operates effec-
tively in accordante with the objectives of Congress for the guaran-
teed student loan program. Any congressional attention designed to
inhibit the effectiveness of the national secondary market would be

° ‘misguided an ’to the detriment of the guaranteed student loan in-
dustry and itg various constituents: L o

By some gtandards, the Student Loan Marketing Association is .
remarkably successful dand effective. The association’s suctess is re- '
flected in/the substantial volume or loans with which the associ-

~ation is jnvolved either as a purchaser and holder or as a financier
througly warehousing-type arrangements. SRR

The growing number of both lenders and guarantee agencies in-
volve/c{ with the association is another indication of success. Fur-. -

" thermore, in making its contribution,~the association, like guaran- -
tee Agen~ies and lenders, has had to overcome the difficulties asso-
ciz) ed with program complexity and {requent changes in the pro-

. gram. : S . ‘ N

-/ On the other hand, the association has not as yet achieved the
full potentis! of a secondary market which can 'meet the -needs of

-/ all parties in most circumstances. Some dissatisfaction with the as- .

/- sociation. prevails in spite of the association’s success, and some .

. who have pursued transactions with the association have been suf-
ficiently disappointed as to become critical of the association. =
"*’Some such disappointment and criticism must be.expected, be-
cause no organization can satisfy all parties with which it seeks to
do business all of the timé. Some of the dissatistaction must be

. ‘blamed on errors of the association, some must -be blamed on errors

- of the complaining parties, and some must be blamed on honest
~‘misunderstanding. - . ' . B P &

Perhaps-even more important than errors or misunderstanding . -
on either side is an underlying problem of differential perceptions -~
regarding the association’s proper role and the extent to which the °

- association should be relied on for some kinds of assistance. _ X

For example, from the perspective of a State guarantee agency or =
statewide lender of last resort seeking availability of funds to:

"~ assure access to loans within a Staté, the association might be ex- ~

i pected to agree to purchase loans at whatever price might be neces-: "
sary to facilitate viable financing for loans. U oy
- Conversely, from the perspective of the association, the proper: " .

" “expectation might be for the association:to commit to.the purchase .=

* price of loans according to whatever price may be necéssary for the .-’

. association to both meet servicing costs and achieve an appropriate: - -
.. profit objective, whether or not the price to be paid for loansissuf-= -
- ficient to assure a viable financing arrangement and availability of -

.

loan funds in a State. .

.."To state the issue differently, the association’s perspective in-at-
empting to establish itself as a financially sound organization may ...
conclude that it can-appropriately pay a:price of par—that is, out- ="
'standing principal balance—for an interim loan-only if the average .
7 borrower indebtedness for a'lcan. portfolio is at least $4,300.- " " -

BT S 1 10 SR
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From the perspective of a guarantee agency or a lending organi-
©-zation seeking to meet the total loan needs in a State, a $4,300
- average indebtedneéss to qualify for a par purchase and sale price
~-mnay seem totally unreasonable and even unattainable. In some in-
stances, such a purchase and sale-price requirement could necessi-
tate either selling luans at a substantial discount, ‘which inhibits
viability for financinr student loans, or, on the other hand, adop-
tion of minimum loaa requirements, which would cause some stu-
dents to borrow more than they wish to borrow, or cause other stu--
" dents not to be able to borrow at all in order to achieve ihe average
borrower indebtedness prescribed by the association. T
©. The conflict between the need-fo meet the association’s borrower -
indebtedness requirement and the desire to meet the needs of all :
students, incliding those whose loan amoiints are relatively small, -
‘was made more acute when the Congress adopted the expected
family contribution requirement for borrowers ‘with family incomes
exceeding $30,000, thereby reducing the maximum loan amount for
some borrowers: This conflict would have been even more severe if
the Congress had adopted the administration’s recommendation for
- imposing the expected family "contribution .on borrowers at all
. -.income levels. ~— = : o L o o
- The cost of acquiring and servicing student loans is likely to "
continue to increase, and the Congress is likely to be faced with ad-
ditional proposals to reduce .the cost of Federal subsidies for sti-
- dent loans. If the Congress should seek more budget -reductions
through further limitations on amounts which students may
- borrow, thereby causing average loan size to decline while the asso-
ciaticn’s average indebtedness requirement increases to correspond
- with.increasing costs, the conflict may well become critical, if it is
_not already. : . o : , o
- -Another example of dissatisfaction growing out of differential ex-
pectations is the association’s response to congressional action. es-
tablishing new programs. When the Congress elects to establish a
‘program of loans to parents of undergraduate students, those.guar-

.. antee agencies and lenders which have_made a commitment to at::
_'tempt to meet loan needs within a State according to whatever =
.. terms the Congress prescribes feeél compelled to offer pareht loans - -
...as quickly as possible. S Lo

‘Many of these organizations believe that the association should - -
- -have a similar responsibility to assist them:in meeting loan needs -’
... to the fullest extent feasible according to all terms prescribed by
- .the Congress. The association, on the other hand, may feel that the .. -
. need to proceed immediately on any.program initiated by the Con=. -
. gress has less importance than a responsibility to.proceed cautious- * -
. ly in determining whether or not any new thrust initiated by the
. Congress should have the support and assistance of the association.. -
. The luxury of choosing which needs to meet or ‘which programs.- . .
- to.implement causes resertment toward ‘the association by organi-'" -
~-“zations which do not: enjoy. such luxury, just as the association’s” .. -

- freedom" to ‘establish -its own' pricing schedule for loan purchases. = -
- “causes some resent.nent. L T S S PR L
-~ .'The associationis one of-the few organizations involved in stu- =~
~:-dent loans which is free to change the yield or return on loans by it
- changing'its. purchase pricing schedule. Similarly, the association is ..
e
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free, in the absence of a specific mandate by the Congress, to decide
~.if and when it will provide certain kinds of service, such as a sec- |

" ondary market for parent loans. . N P c

The luxury of influencing the return on loans to be held and the . -

luxury of deciding if and when to-provide services related ‘to new
‘congressional thrusts is not necessarily inappropriate and may, in .
fact, cgntribute to long-range viability of a continuing national sec--
. ondary market. However, this freedom is a natural irritant to orga- -
_nizations which perceive thernselves as having a responsibility
‘which precludes any such freedom for their own organizations. -

- Similar resentment sometimes occurs because of the association’s -
‘ability to minimize its own risk by imposing continuing risks on or-
ganizations to whom it provides service. An example of risk trans-
~fer is the seller, servicing arrangement, under which the association . .
agrees to purchasé loans with the stipulation that the originator of” .~
- _the loans accept responsibility for servicing those loans sold over
the life of the loans at a predetermined price, such as 1 percent or - .~
1Y percent of the principal outstanding per year. ' T
. It is true that transferring the risk of increasing loan servicing

~ costs from the association to the seller of loans may permit the as-

- sociation to pay a higher. price for a loan portfolio than the associ- .
" ation would be willing or able to pay if it had to assume the risk of -
‘uncertain increases in servicing costs. - Coe T E

_ Nonetheless, the originator having no place o go to achieve li--
quidity other than to the association, can feel that continuing risks
- with respect to the portfolio to be sold is a high price to pay for use
“of the secondary market, especially in view of other fees which the
association charges for granting a commitment to purchase loans. -
- Potential for resentment also occurs when the association treats -
- 'individual guarantee agencies and lenders - differently. Within the . -

" .total group of guarantee agencies and within the - total group of -

lending organizations, there does exist significant variation in
terms of financial strength and quality of programs. In-view of this'
‘reality, the association probably is justified in dealing with the var- -
- ious. organizations differently, in spite ‘of the political problems as- - .

‘sociated with differential treatment.- = - Co

_Programs associated with;the Higher Education Assistance Foun- - -
. dation have experienced both the benefits and the disadvantages of

differential treatment at" different - points. in' time. In the ‘early «
i stages of development, some financing had to be done without the -

~ . support and assistance. of the association. As the foundation pro--

o grams grew stronger, substantial financing was done with the sup-':
. port and assistance of the association. .~ -. . - e
- Recently, financing has been done without the support- and as-

- sistance from the association because the foundation’s programs,

.= from'the association: - *

"z greater uniformity in requirements and . procedures’ among the:

* ' grew ‘strong enough to permit more.favorable terms on commit- """

- “ments from commercial lending institutions than could be obtained

-+ It should be noted that the association stands to benefit  from:
many guarantee agencies whose loans may:be purchased by the as-
. sociation. Given' the . desire of guarantee agencies 't6 adopt and:
_“'maintain those policies and procedures: which are. jud%ed by them ..
" to be most sound from the perspective of the individua agency,fef-
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- forts of the association to stimulate uniformity is an obvious source
- .of tension, -. : :

This is particularly so, when objectives of the associatiOif' appear

"to change or are not clearly or accurately perceived by guarantee

agencies. Under-such circumstances, natural suspicions arise about
the association’s effort to achieve greater uniformity in guarantee

* agency policies and procedures.

Finally, differential perceptions regardihg_'expansion of the asso-
ciation’s role can create’ conflict, misunderstanding, and even an-

tagonism. Such was the case in ..1980—when " the..amendment .=
" emerged and was passed granting authority to the associatioh to

‘originate loans under certain circumstances.” : ,
:- From the perspective of the association, incorporation . of some -
- originating authority was a natural expansior of the association’s

role which could facilitate continuing effectiveness and improve- -

ment of the guaranteed student lkoan_ program, in -addition to

strengthening the association.

From the perspective of other s‘tuden‘t_lq'a‘n -dni'ga-niz‘atioins, the

" entry of the association into student loan activities other than sec-

ondary market activities was viewed with alarm for several rea-
sons. ’ ' o e

- First, the expansion of the role came as a surprise, and many do

not accommodate change easily, partiqularly when it comes about
on. short notice .without advance warning. Second, there are those

‘Who saw ample opportunity for improvement in the secondary .
'“"“mark‘et‘a‘cti'Vit‘i‘éé"'ai‘nd‘Wé‘ré"‘félﬁ?t’éﬁt to see the association’s atten- )
tion diverted from the critically essential secondary market func- o

. tion. . :

“Third, the association sought to have the origination for purbdéé;"l

- of loan consolidation be an exclusive function of the association, to -

- cation. © . . - : ; -
-+ Fourth, the potential dependency of all other student loan orga- :* .
" nizations on the association for the secondary market caused fear . . -

the possible disadvantage of both guarantee agencies and lenders
who could experience a decline in average loan size, as the associ-..

ation would acquire the larger loans from a portfolio through origi- .

nation of a new loan with the guarantee of the Department of Edu-

. among many of those organizations that with the authority to
- originate loans, the association could be-inclined to offer less favor- -
“able purchase - terms because ‘absence of loan availability - from

~ other lenders might give the association a more profitable opportu- . -

nity.to stép.in.as a.lender. .

«. There .were also some concerns about cost to the Federal Govern- .
- ment of some kinds of origination by the association, but of all the. . "™
- concerns, the most serious probably has been the one relating to ..
- theleverage which-the association has on all other organizations =~

.- needing the service of a national secondary market, and the poten- -

_tial of future abuse of that leverage as the association’s role.is ex- o

~'panded‘to include;fuhqtions‘prgviously reserved for other. organiza-

. :In summary, Mr. Chairman, the association has‘*made obvious .
..contril-utions ‘to' the guaranteed. student: loan program ‘and has*
‘achieved an enviable record of finarncial success. Nonetheless, some -

. dissatisfaction exists as a result of differential perceptions .and ex--

1
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pectations: with respect to the association’s objectives and responsi-" -
- bilities. : ' - ‘ N
“In addition, authority for expansion. of the association’s role
beyond secondary market activity has been met with mixed reac-
" tions, including genuine concern about any. role expansion which
"could be viewed as competitive with other student loan organiza-
tions, in view of the potential leverage-of the association on the ™ '
. other organizations. R EREE
- As the Congress considers additional action with respect to the
- association, my own. recommendation would be that such action .
should be directed toward, No. 1, assuring the continuing financial . -
“viability of the association to perform successfully in providing an
_effective national secondary market, which is so critical to the .-
' guaranteed student ioan program; and, No. 2, clarifying the con- .-
~_ gressional expectation for the association anc thus diminishing dif- -
ferences in perception between the association and other organiza- = -
tions regarding the. association’s objectives and responsibilities in - .
~.supporting and -assisting other organizations through ‘secondary *
-~ market activities. ' S o ST
-~ In any such' action, I would urge the Congress to exercise great -
care not to diminish the potential for continuing advancement of ,
the association, and not to impair the long-range effectiveness of
- the association in providing a critically necessary national-second- - .
- - ary market function. . = B S . DA
"~ _Overall, the contributions of the association have been substan-: -
- tial. There is room for improvement, but the association deserves .
- your support in strengthening and. improving its effort to make = -
" . continuing. contributions. ' s I

* Thank you, Mr. Chairman. ... . .~ R ,

* - Senator StaFForD. Thark you very much, Mr. Hawk.» .~ ="~

. If the Chair could see the clock at.the other end of the room, the - -
- ' Chair would realize we were .approaching 12, at- which time, techni- -

“ . cally, we become illegal. Unfortunately, I cannot see the clock that
. well at the mdément, but I would ask the rest of our witnesses, if -...
" _they can, to summarize their testimony. as briefly as is consistent .

with getting points across. -~ =~ -1 7 S e
. Mr. Longanecker, .your full statement will be placed in the " .
‘record as‘if read. If you could summarize, it would help us at this. = .
- point. ¢ : R AP
" ° Mr: LoNncaNeckEeR. Fine; I would be happy to do that, Mr. Chair-"- =
1 am pleased to be here. I am going to try to briefly outline three..-.*
" 'points.of -why secondary markets are so important-to a tax-exempt. - -
lender such as ourselves; why we are concerned about Sallie Mae’s’ -
" new authorities, which we think create a conflict of interest within®" -
“_that organization; and what we think you can do to-“help remedy- -
the situation. " 7 e e e i n T e e
. i ‘There.are:two reasons why a-.secondary market is so important"
- to a tax-exempt:association such as ourselves—to provide debt
. Security and fund liquidity. The first of those is debt security
Under most market  conditions, our debt': offerings ‘need: som
security in addition to what we have simply. through:loan repay

‘ments and the Federal guarantee. 'Without that security; wé simply"

‘cannot enter the market under favorable terms. " ."":




... The second part is fund l'iq{iidity,»';jvhi_c}_i"haé-‘_bé'com'e particularly =
:". lmportant in the: last few 'years because the length of term for.a - -

. student loan is quite long—generally in the range of 8 to 12 years..

T But we have been able to g0 10 the market, ar.d borrow only on a

~ relatively short-term basig
-+ which meins tha
: ‘O“‘/er.' "'-.';“‘"i ;o e : o SR L FARR o R ;
+ " The secondary market provides us with both of those functions— =

TR Y s

.- debt security and fund liquidity—by " providing a- commitment to :
.. purchase our loans if and when we need to sel! them. Unfortunate- ‘-

“ly;'we are most dependent on a secondary mar
B ,,ﬁsc‘a’l»’distr,es's’or._uncertainty. . S R S TR
. "We have had a long relationship in the. Minnesota program with! ="
-.-secondary markets and with Sallie Mae in particular. However, for - .

ket du.r_in‘g,per_iqd‘s of .

—-generally in.the range of 3 to 5 years—
t we nged some form of liquidity to turn our funds. =

*..more than a year now, we have not been-able to negotiate sucoess. . -
~.fully- with Sallie Mae either an extension or a successor to our pre-

" vious agreements, As a result, we'have had to turn to private lend-

. .ing institutions, where we have been able to secure limited commit-
“-ments on terms.that were more responsive.to our immediate needs, - -

-~ change, we.are not certain that we will have access to:these private -
- .lending institutions, and:the. terms that Sallie Mae has been offer-.. -
. ing'are not very favorable tous. . - - R
©=So, it 'is with that background that I would like to sharg. our -

“major concern. Now, we have a number of concerns; I am going to
~-only-discuss our major concern, which is_the _potential ‘conflict of -

- Our.dilemmia, howeaver, is that as fiscal conditions continue to

. interest that we believe is presented by allowing Sallie Mae to be

both a lender.-and a secondary market. ~ ., o e
-We .are’ concerned ‘that the same- competitive principle that .

1

-guides’ Saliie Mae’s original purpose, when applied to the addition- -
“al authorities,.could-undermirie‘,Salliev_.Mae’s interest in remaining

- active:as -the 'secondary market for our type of lender..In fact, in .
~practical terms—and. Mr. Hawk mentioned ‘this—the question is

“whether Sallie Mae can make greater profits by exercising its new

~-authority as a lender. or whether it'can make. greater profits by.

~:continuing to serve other lenders such as ourselves as a secondary " "

B

market. o T e SeTE e T e R
o' If Sallie Mae decides that it is more profitable and in its best in- o
.. terests as a corporation to be a lender, it-could: demand terms and - :
" .conditions in_ the secondary market for us that would  undermine
7. our:statewide direct lender’ program.’ This. potential conflict of in-

'y acquired. direct lending: authority. If this were:done, Sallj
1e:would no:longer have to weigh' the ‘benefits of being' a:lende

nvest its resources. . . Ginoieo D
escinding - that: authority - uld. eliminate ‘one’ potentia
last resort, it'would also" reintroduce: some-incentive for
useits’ secondary .market’ functions”to help “under.
elop strong private and'State leriders: ‘As long as

erest and .purpose would, at-least’ from' our. perspective, certainly"
ode ill for the efforts of a ‘State to.provide credit for students, & 7
_We believe that there: are a number of ways that the Congress -
could-go about' rémedying this. Our preference’ would be:to essen-

secondary -market” when: making corporate. decisions. on'




Sallie Mae retains its direct’ lending capability, there is not much
incentive for it to help others become better at it. o
~ ~ -We-are'concérned-that-simply-requiring-that.Sallie Mae go to the *
. Education®Department and/or to the State to receive their bless-
" 'ing, as is currently required, is not a sufficient condition to resolve
"““our concern because it doés not remove that conflict of interest:
* - Rather, the financial viability of the State programs would remain
- dependent on Sallie Mae as a secondary market, and the absence of
' such support could leave the States in the position of having no al-
“ternative but to go and ask for Sallie Mae to come in as a potential
.. lender. , o, N : . : Co
A final remedy, which' I.believe should be adopted no matter
“what other action is taken, is that Congress should. establish a reg--
- ular procedure to oversee Sallie Mae and its operations. While -
- Sallie Mae is a for-profit organization, it is not-a wholly private .- -
~ concern. It was established by Congress to provide a public service,
-and Congress has the responsibility to insure that this organization
continues to perform the services for which it was created.

e

- Mr; Chairiman, I believe this hearing @nd your subsequent delib-
erations providé a unique and constructive forum to clarify to-the,
~staff and the Board of Sallie Mae and to the community of lenders

“what Congress intends as the priority needs for Sallie Mae. This. 7
effort can establish a basis for future oversight and evaluation of
_“Sallie Mae’s performance—an evaluation that I would sugest
_._should be based on preestablished performance objectives for Sallie
Mae. Without' such "an effort on the part of you and your:col--—
leagues, Mr. Chairman, I fear a continued period of confusion char-
“acterized by needs inadequately addressed, unproductive tension;
*'and- conflicts of interest. This would ultimately -place in jeopardy
" much of:the GSL program, particularly that part that has been re-
- sponsive to the needs that the traditional commercial lenders have -
.. been hesitant or unwilling to meet. B o LT
1 thank you for the opportunity to be before you today. o
-, -~ [The prepared statement of 1Ir. Longanecker and responses to
- —Senators Randolph and Hatch questions follow:] o : '
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STATEMENT OF LaviD A. LONGANECKER .
ce

Hr. Chairman and Members of the Committee, I am Davld Longanecker,

Deputy Executlve Director of the Minnesota Higher Education Coordinating
JBoard. I am partlcularly pleased to be,here today because it is my first
opportur’*y to appear before you representing the Coordxnatlng Board. Un-
tll last November ~as some of you may remember, I served this committee
and the Congress as the Education and Tralning Unit Chief of the Congres-.
sional Budget Office's Human Resources and Community pevelopment Division.
This testlmony is presented in three parts. First I would llke to
) explain what “the Coordxnatlng Board .s and why it 1s so concerned about
secondary markets for student loans. Second, I would like to discuss our
; specific concerns ahout'theAStudent Loan Marketing Assoclation's role as ‘
a lendér and secondary market for student “loans. And finally, I would
ldke to offer some suggestions on how you might be able to address our

concerns, - : . Cos
The Coordinating.Board in Minnesota is an 11-member'1ay board. which_o
* represents thelpublic3at large in coordination of post-secondary educatlon.
in our state. The Board has broad plannlng,and‘research responslbillties
.as well as administrative duties, We ane respon;ihle for a number of state
funded flnancxal aid programs as well as the sceond resort direct loan pro-
gram under the federal Guaranteed Student Loan Program..
Qur dlrect student loan program is one of the larg‘st sxngle tax-l ;
exempt lenders in the natlon. d*sbursing approz !waf~43 $90 m1l1i~n in the.
fiscal year just recently completed. Our program ‘is deslgned to provide

access to loans ‘for any eligible Minnesota student who ls unable to cbtaln av;w:

-l loans from commercxal lenders As such we have made between 45-55 percent
of the loans in Hxnnesota since the 1nceptxon of our program in 1974 buring

thls perlod we have made appro\xmately ¢362 mlllxon in loans.
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N The Minnesota program is capitalized by the sale of tax-exempt revenue
'bonds.' Since April 1974, the Board has issued bonds of $u92 million and
. today has outstanding obligations ofy$327 million. This debt is.the sole
iobligation of)the Coordinating Board and is not backed by either the credit
or tauing power of the State. ~He believe our program is’a prime model of
. successful management and use of the tax-exempt market,for a wholly public
purpose. Our students and post—seeondary institutions are absolutely de-
pendent upon the timely availability'of.this credit as an integral part
of their financial afd packaging. Without the awllailability of these loans ..
many of our students would be unable to attend the proéram best suited to
, their ability and aspirations. The result would be both distortions and

declines. in enrollments,

I, THE IHPORTANCE OF A SECONDARY MARKET To TAX EXEHPT LENDERS

The ability of the Coordinating Board to fund a student loan program
of last resort as directed by the Hinnesota Legislature, is critically
affected by the presenee‘of an effeetiVe and reasonable secondary market
for student loans.

Forqa_tax-exempt lender the seeondary market serves simultaneous dual

' . . .

functions: debt seeuritj‘and fund liquidity.

I think most would classify the Minnesota program as financxally mature
’and stable.' Nevertheless, it is apparent that under most market conditions
our debt offerings need some seeurity in-addition to scheduled loan repay- .

;:ments ‘and eurrent guarantees. Hishout some additional seeurity, our bond

: ratings world drop, which would no doubt jeopardize ‘the- finaneial viability

© . "of our program.» In our judgment this need ‘for. security can most effeetively
“:be met through a long-term relationship with a seeondary market for student

‘loans. And if this need exists for a ‘mature and stable program, I am sure .

O
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,youbcan understand how critical the need is and‘will continue to be for;y
programs Just beginning to use taxfexempt'capital or for those in the pro- '
cess of maturing{A . ‘

Providing fund liquiditj has become a particularly important secondary
ymarket function in recent years because of the difficulty to market long-
vterm bonds at reasonable rates, Although the student loans generated through
the tax-exempt borrowing are generally repaid over a reasonably long period

) of time (8 to 12 years), market conditions over the last few years havc '
restricted tax-exempt lenders to short-term borrowing (3 to S years)., As
a result, the availability of a secondary markgt, flexible to program cir-"
cumstances has been ‘absolutely necessary to’ al ow lenders such as us to
ramain active. e

A secondary market provides us with both debt security and fund liquidity
’hrough a commitment to pUrchase loans if and wWen the program needs to sell,

‘whether to meet debt service requirements or to Frovide capital for additional .
loans.\\This commi‘ment must be unequivocal and not subject to alteration
with minor or short- term.market fluctuations. Inueed tax-exempt funded -
loan programs are most dependent upon secondary market serv1ces dUring
periods of general market distress or uncertainty.

K E T N . .

The Minnesota program has had a_long relationship with secondary marketsv
and with Saflie‘Hae, in particular We have had dealings with Sallie Mae
‘since 1976 and in 1979 we signed an agreement with Sallie Mae which was

g,designed to cover up to $200 million on loans made, from our program. We
have used up the amount in that agreement and we have been unable to nego-

tiate succes,fully with Sallie Mae either an extension or successor to it
‘on terms thatvue feel are rcasonable.'kTherefore, we. have turned to.private ’

- lending- institutions where we have been ablé to'secure‘limited commitment
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agreements in terms more responslve to our needs. As fiscal conditions
~--continue to chaage, however; we have no assurance'thatmthese'opticnsruillA‘--~4~4

remain ivailable to us.

‘be 1979 agrecment provided long term security and uith it flexibility
to ef:e,tively respond to student demand vithin a wide range of market con=-
dltions. Without such an agreement ve will ‘be 1ncreas1ngly dependent upon f
‘short term financing and the ravages of changes in short term rates. As our
experiencelindicates, Sallie Mae can and has served as an'effective secondary

‘kmarkgt for programs capitalized, at least 1nlpart, by tax-exempt-debt, how-
ever, for more than a vear now she has not;offered services or terms re-
soonsiye to our needs.. I think it is also 1mportant to note that there is
no 1nd1cation that the’ private alternative upon which we have had to rely

as an-alternative will continue to be available.

oI concznns

viith th’s background, I would like to share with you our specific con- ;'

“‘“’cer's about -the -future-role of -the- Student Loan Harketing Associat‘on as- the
‘ principal secondary market opportunity for student loans in the nation.

I must stress to you that I speak today not as an 1nvestment banker or. .
‘financia). analyst or as a bord counsel, I speak as one who has responsibility
to the Board, the Hinnesota Legialature and more than 50, 000 students annually
to ensure that sufflclent funds are available for students and fneir families

to pursue the post-secondary education of their choice. Thus, my perccption

~

and concern 1s a very nraet;cal one,'not confused. by ‘the 1ntricac.es ‘of the

bond market or the legalities of Bond sales.. It is how I am going to meet

the needs of Hi\nesota students and families at prices and ‘terms that »:s

imreasonable and that protsct the .long run inteégrity of the program and Lhs

»public interest. )

O
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At the outaet then, let me utato an assumptlon that I belleve to be
'fundamen*al to the concerns of the commlttee--that ls that the central pur-
;pose of the Student Loan Harketlng Assccl;tlon ls ‘o offer llquldlty to -

{}commepclal and dirent lenders.

. It was within this understanding th:t a year ago br. Ingle,'the‘Exee;
utive Director of the Board and hia colleagues from‘ﬁbnumber H otherAstate;
expressed their concern about the additional authorities and responslbllltles
for Sallie Mae that Congress ultimately adopted, thle we do not propose to

. reopen.the debate §h°“tjfh° individ. :1 amendments, ;e contlnme to believe
that the question remains as t% whether the addltlonal authorities and re-
sponsibillties are directly in conflict with the central purpose of the

A Student Loan’ Harketlng Assoclatlon? And this commlttee should be comnended
for readdresslng this issue. A"
Aa I oxplalned earlier, the presence of an effectlve secondary-market
ljfor student 1oans is absolutely essentlal i lt ls our intent to provlde
icredlt to students 1ﬂd famllles. Furthermore we believe that the central
and orlglnal purpose of Sallle Mae was laudible and that the underlyanJ
‘ uorklng'assmmptlon that’Sallle Mae should function in the competitive mar-

. - ket is sound, - ‘

- Various aspects of Sallie Mae's new authoritles continue to concernf
‘”manylstate post—secondary educatlon leaders. My dleomsslon,”however" focueea‘
:ion one major COncern—-thﬂt the same competltlve prlnciple that guldes Sallie

Hae s original- purpose, when applled to the additional authorlties, could

:‘undermine Sallle Mae's lnterest in remalnlng actlve as a secondary market
) for tax—exempt 1endera in p.JCthul terms, the questlon ls vherher Sallie
‘.Hae can. make greater proflts by exerc*slng its new authorlty to become a

Cdlrect lender rather than by contlnulng to serve other lenders, partlcularlyl

lif’tax ‘exempt londers as a :econdary market.
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If Sallie Mae were to decide that-direct lending was in its best in-
tareste, it could demand " terms and condit.ons as a traditional secondary
;’:market that would" undermine statewide direct lenders and private hon-profit
:vprograms. This clear potential for conflict of interest could result in
action quite contrary to the long-range purpose and intent of national ‘ » o
_poli-y. Having made this point let me stress here that this is not a con-
apiratorial view of the world I believe that the intentions of all in-
volved from Sallie Haa to members of Congress are‘the best. I.do not ex-
pect, however, that individuals will remain in their present positions
forever. Furthermore _based on our experience to date, I expect that the
conditions for funding the student loan programs will become more difficult.
And if it is ‘difficult for a’ mature program such as Minnesota's, it is going
to be even more difficult for those programs that have evolved over the
past few years, which I am sure is of particular concern to this comm’ttee.

Thus, Sallie Mae's potential for conflicts of interest and purpose could - -

" bode ill for the efforts of states to provide credit to s:"dents which I

havavunderstood “to be Congress s intent since 1978._“"

" II11. REMEDIES
Congress can'try in a variety of ways-to remedy the conflict of
intereat between Sallie Mae's role as a profit-making corporation and
[ .

! ita dual. functions of being a direct lender as well as a secondary market

for other lenders. . .

Tha most obvious Temedy’ would be to remove -the- area of conflict of B
,intorest by rescinding Sallie Mae's recently acquired direct lending ‘
‘authority. If this were done, Sallie Mae would no longer have to’ weigh
. .the benefits of lender vs secondary market activity when making corporate

daciaiona on where to inVestvita resources. On the other hand rescinding

O
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: 3

;uSallie Mae's lending authoritv would eliminate one-pot% tial lender'of last

» resort in certain pocxets of the nation whenc.Pnivate_lendens and -state_.
lsnders have been unable to agsure general access to the loans. Without

" dlrect lending authority, howuver, Lallle Hae would have reason to use

its secondary market functions to help such underserved areas develop . -

" strong private and state lenders. - In contrast as long as Sallie Hae re-

- tains direct lending capabllity, there is little incentive for them to

‘ develop strong lenders because the absence of such lenders leaves them a
potential new ‘market as a direct lender.

Another possible approach to addressing the conflict of interest “would
be to allow Sallie Mae .to enter a state as a direct lender only if invited
-in by ‘the state, At present sallie Hae need only document that a lender

lOf‘last'rusort is needed and receive thé Education Department's approval

. to become a direct lender,  Imposing the additional requirement that the

B state invite Sallie Hae in would at least preclude Sallie Mae from assuming
a role that the state intended to provide. ‘We do not believe that "this
condition is sufficient to resolve our concern, however because it would

not fully remove the potential conflict of interest. -The financial viability

o

" of state programs would remain dependent upon Sallie Hae as a secondary
market, and the absence of such support could leave these states in the
position of having no alternative .but to 1nvite Sallie Mae in'as a lender
of last resort, .

.The final alternative, I wish to dJSCU“S, is one that I belleve should

be adopted no matter- what other action is taken and that is that Congress
e e

'shauld establish a regular procedure to oversee Sallie Hae and its opera-

tions. _While Sall;e Hae is a "for-profit" organization, it iv not'a pri- .

vate concern. It was established by Congress to provide a public service,
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. and Corgress has the responsihility to ensure‘that this organization con-

tinuws *o perform the services for which’ it was created.
Mr. Cio wan, this hearing and your subsequent deliberations provido
a unique and cunstructive forum to clarify to the staff and Board of. Sallie

Hae, as well as to the community of 1enders, what Congress intends as the

r'priority needs fo“ Sallie Mae. .At the same time, this - effort can establxsh

' And I woyld further suggest that. you base your evaluat;on on pre-estab1ished

kfkperformance objectives for Sallie Hae. Hithout 8uch an, effort on the part

- -of you. "and your colleagues, Hr. Chairman, I fear a period of conf\\lon\\‘\\\§\;\\;

characterized by needs xnadequately addressed, unproﬂuctxve tension, con-
flicts of role and interests, ‘and ultimately the placing in jeopardy of that
part of th: GSL that has been responsive to the needs of students that the
raditioval commercial 1enders have been hesxtant to meet. ° : .
Thank you for the opportunity to join you today and to share my con- ’

cerns with you. I would be pleased to asqist you and members of the com-
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‘November 79, 1982 ..

The Honorable Jennings Randolph
U. S. Se'natke L : ¢ .

3203 Dirksen :Senate Office Building
Washington, D.C. 20510 .

" Dear Senator Randolph: , A ~ :

Tite . - . i ’ ) . o0 ! E '.' . 2 ﬂ\". ‘ .

- v 1 apolegize for the delay in responding to your questions.
This letter addresses.each of ‘your questions separately, although
several relate directly to.each other and are closely aligned -
with the converns addressed in my August 12 -tastimony, -

“1.  Should. the subcommittee conéidef'rebuiriné Sallie. Mae to
‘retire all government quaranteed notes -before it retires new
notes it is selling to the public? : .

-

T We do- not necessarily” believe that Sallie Mae should . .be S

required to retire all government guaranteed notes before any new
. _non-government notes are ‘retired. Such a tequirement would
\\\r&guige'that either  Sallie Mae retire all of its government debt
“well~ahead of ‘its current expiration or that it secure only.

- long-term.commitments from the public that would come due -after . .-

. repayment of~Sallie Mae's government -debt. While we may question :

- the Federal gd?htggent's Jjudgment in .negotiating the current -

: long-termfdebt,agreement_yith Sallie Mae, we do believe:it is now'..

the federal government'syresponsibdlity to live with its commit- )
ment..and not to impede Sallie Mae's trapsition to-the use. of:

“private capital to 'maintain/its operations.

2. Sallie Mae's new authority under~(d) (1). (D) (Reconcilia=’ -
.tion) to undertake any other activity it<determines to be in =
‘wfurtherance.ofvthe‘GSL-program, or otherwise.agpgggt»the~cred1tﬁ:~
" needs of students, Kes been criticized as too wopei=-ended and thus
. poses a threat to.state agencies., - s e -

;7. "Should we':amend that ‘section teo include either & one-hotise
- .veto authority over any implementation'of'thiSAngvlsionf oL

"require Sallie Mae to wait 45 da s before ‘implementing an »ofnitg\*ﬁ
., new authority under that subsection? .. R i ;

'i”‘fRéthép‘than'impqéing'aibhé~house Qé:o_6§ét'Séiiie ﬁaE{
= ability'to'implgment its expanded authority ‘or'requiring a 45 day:
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waxting per].od, we suggested in our testimony that Congress
rescind those authorities that create the inherent conflict-
—.of-jinterest for Sallie Mae: Unless it is the federal xntention
to promote a prlvately controlled maticial™ st‘U'dent"“loan—tra\ k55—
there is no reason why Sallie Mae should have the protecced
privilese to operate both as. a secondary market and as a lender,
-with t#e sole ability to consolidate loans.’

We also suggestad in the testimony that. the Congresa should
establish a reqular procedure for overseeing -Sallie Mae's
operations and acztivities. Indeed, theso hearinga have demon-
_strated how useful such asversight can hiz, both in better under-
standing Sallie Mae and in holding the corporatxon accountable -
for its actions,

'3.  For states that have established student loan authorities,

allowing colleges to raise funds '~issuing tax cxempt bonds,
backing such loans b ledging = ~ part of their assets, such
as phvsical plant or _endowment "1 ral,-and should such.

states {including West Virginiu; Ji,.¢ thsl it can not pay back
its obligation under the . bond when payment comes due--can state
guarantee or lending ggencles come to thexr assistance?

What about Sallie Hae s authorlty to deal in’ such uninsured
loans--what might be the adverse effects on both the colleges or
state agencles should this come to pass? :

Minnesota has not establlshed a student loan authorlty such
as you describe, gnd.the. Coordinating Board is unlikely to
-Support creation of such an authority in the future..-While we
cannot accurately address the ‘possible relationship between . ‘such
an authority and a guarantee agency, we can inform you that'it
would not be possible for the Minnesota State Student Loan
Program to assist such an entlty, were it to fail. . Our existing”
" bond covenants restrict the loan program's activities strictly to
the Guaranteed Student Loan Program. Furthermore, even if it
were possible, it is not clear that it.would be prudent public
- polxcy f'or the state to cover these oblxgatxons. B

- As with guarantee agencies, we are not an appropriate party

to addresd Sallie Mae's authority to deal in uninsured loans. NWe.

" would be .concerned, hovever, if Sallie Mae were.to comingle suct:

-uninsured loans: \uth insured loans, because the increased risk

‘and ‘ensuing 'costs of uninsured loans would ‘increase Salll.e Mae s
cost of servxng its tradltlonal clients. )

7

' DOJou agre tha‘. Sallie-Mae‘s- authorxty to gn‘lnto a.- stete,,,
in ‘agreement with the secretary, to provide student loan access
~ 1f @ determination is made that. such state is either unwilling or
‘unable to’ provxde for student credit needs, .is of concern because

they are in a position to create that circumstance of "unwill-.
" ingness or inability" on .the part of a state agency. because of.
" state agency current, .or future, dependency on the association to
.provide cash-flow? In other words, if Sallie Mae either refuses,
vt .delays negotiation of @agreements ‘between it and ‘state

O
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a
.hqancieq4¥i1‘could create o lack of funds -for student .loans and
thus create a situation where nesd is not being met--opening the

way for Sallie Mae and the secretary to "order Sallie Mae.lnto
:fftﬁh_ﬁtifﬁw“tU‘FfrI‘tﬁatﬁﬁééﬁT*—_““fv“““W”“”“: . 1 - T
- v - : .

s the Forégdihg the reason for the grave concerh on the
part of state agencies with that particular new authority for
- Sallie Mae? . . ] ) B "

: '
How can that aufhority be amended:to so restrict’ Sallie Mae
as to alleviate state concerns? R - -

~ Do you recommend outright repeal of that authority? .= ..

Would you accept a requirement that the authority include a
consultation.with state agencies or higher education entities -
before the secretary made a determination that unmet need
existed in a state, before Sallie Mae is allowed in? '

. The central theme of our testimony was exactly the point
addressed in this question. - We feel strongly that providing
Sallie Mae,; which is a profit oriented corporation, with author-

ity to act as both a secondary market and as a lender createa the

opportunity and incentive for the corporation fo enhance its

profits by resticting the activity of other lenders. - The-
financial viability of many lenders, public and private, depends

upon.the avallability of Sallie Mae's secondary market activ-

‘ities, and the absence of such support could leave no alternative

but Sallie Mae as the lender of laat resort. -

. . As hentioneﬁﬂin the test;hony; we . suggest that the most
~.- obvious arnd effective way to alleviate this potential conflict of
- interest would be to rescind the new lending authority. e

'S. 1n‘connection with Sallie Mae's sole authority to consol-’
“idate, do you believe sole authority should be removed from law,
.and state agencies given the option to consolidate?

.. How woﬁlqggiving'staté.agencfes the4ob£ion'to consolidate
. help keep down default rates, and how ‘would it save the govern-
ment money? } ] . . . R o

) We.believe that no lender,.public or private, or secondary
market should be prevented from consolidating students' -loanss
‘Consolidation works to the advantage of both-students—and lenders
" and should be encouraged. : : C : o

. While prudent cdnsolidation procedures may well .help-ta.
reduce defaults by lowering some students® net monthly repayment
burden, it .is not likely that consolidation will save much money. -
Rather, it should be done because of the positive impact it wguld’
“have on students and lenders. o . , R
‘6. Sallie Mae recently sought the concurrence of the Secretary .
‘of Education in its view that Sec. 436(b) (2) (B) (i) of the Act. .

~
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rate should be requ ired of students obtaining such loans?

s 1e

does not-preclude the-special allowance to statea on GSL loans
made by those states with proceeds of advances from Sallie Mae.

The secretary, by his letter dated June 7, 1982 to Mr. Ed FoxL'
did not concur with their view. ) .

What is the state agency position on this questionl;and how

.would iE affect state agencies if the secretary, or the

Conq;ess, does concur nith Salljie Mae'a visw?

We do not have a strong-opinion on this isave, nor.as a

“"direct lender do we have particular-expertiae in'this area. . We

suggest you rely on the advice and Judgment of our colleagues who,
operate  guarantee agencies,, ’

7. Sallie Mae probably will seek authority to lend directly to
colleges enabling them to make uninsured loans, through local
banks. . L .o

. What is your position on such.proposals; If you agree, who
should set the terms for such loans, and how high an interest’
"

.As alluded to in our response to question 3, our major

‘concern with Sgllie Mae becoming involved in holding unsecured

loans would be that-theae loans could increase the corporation's'

. coats of.aserving traditional lenders with-guaranteed loana. . One
" ‘aimple solution would be to insist that Sallie Mae segregate its
- guaranteed ‘&nd unSscured ectivxties.,; . :

Aa 'alao mentioned in queation 3, e . remain skeptical of the
financial . viability of providing unsecured loana. .We would
aasume that the terms and interest rates on- such .loans ‘would have
to be aufficient to cover the ‘cost of defaults ‘and "loan ‘admin-

~istration., ‘As a result, the ratea on such loans. nould probably

not differ much from conventional coneumer loana.,

8.' It is the exgressed opinion of Sallie Mae that the 55 billion
they have borrowed (as of January 1982) from the federal
financing bank does not constitute and cannot be called "federal

. funding", "taxpayer dollars"p'or."federal contributions" for
‘Sallie Maels purgoses. Do you aqree?

'l

.

Sallie Mae continues to receive two financial benefits from

"public-sourcea: - (1) an exemption from.state and local income

taxes; and (2) outstanding - commitments of -$5 billion to the

»'-zears. N

federal financ1 g bank, which will 1ast for: at least another 15

“It. ds: absurd for’ Sallie Mae to deny that these provisione

””don't provide financial benefit to .the" corporation;ﬁat ‘the
texpense, albeit indirect,  to both. state, -localy and federal

government, or to aasert. that these provisions':don't': provide;: them

:j'with a competitive advantage over other for profit corporations-:

h1'9. Do you bclleVB the temporary exemption from federal priori;x




g

'ﬁ under bankrugtcy stntutes for. Sallxe ‘Mae’ now in effect h t
: to expire September 30, should be made permanent7

1f such exemptlon is extended would it be better to lxmlt it;
HEN TR no more. than two additional years,wand«then—conduct—overfighf“’
o hearlngs again on the issue?. . -

“We recognize the dlffxculty Sallxe Mae would rurrently have
borrowlng in private ‘capital markets without the . ‘bankruptey
~.exemption, - Therefore, we support the recent extension, but would
recommend.that this provision be reviewed periodically and that

it be elxmxnated when Sallie Mae has: becom- an established
borrower 1n pr1vate cap1ta1 markets. aEt

10.‘ Sallxe Mae pays no state or local taxes. Should Sallie Mae~
»,be required to pay at least local taxes-in the sttrxct of
»Columbla on 1ts transactions]giofxts?

Should Sallxe Mae be requxred to pay state taxes on profxts
made “in the states ‘where 1t provxdes liquidity, etc?

If Sallxe Mae is truly a prxvate, for- profxt corpolatxon, it
“is not clear why it should not be subject to the same tax laws
“that apply to other for-profit coroorations. ' Obviously, Sallie
. Mae's profit margin would be reduced if it paid taxes and.as a. .
Tesult .the .corporation’ s clients (such. as ourselves) would no -
) doubt have ‘to pay more for the services we receive.

Dne could argue for maintaining its taV’exempt status 1f
Sallie Mae were serving 'a uniquely public- purpose ‘and were being
i held»fully accountable to serve that pub11r purpose.

f hope these commants are’ responsive to your questxons.
__.Please let us«knoweaf_we»can be—o£~further—assxstance. — —
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= T QUESTIONS FOR MESSRS.

HAHK{ LONGANECKER, BORDEN. AND TVERSON.

1 What impact upon the de11very of student 1oans wou]d you fore;ee if .
Sa111e Mae wereunade a ful]y pr1vate actor in the marketp]ace. e.g. by thc

enacunent of ]egis]ation empower1ng other f1nanc1a1 1nst1tut1ons to do ¢he

" same th1ngs “that Sa111e Mae does in as many areas as poss1b1e. and remuv1ng

._t__tﬁ.trom her anympower_or status_which_could. not _be_opened up in this way (pre-

',serv1ng. however, rights and duties concern1ng bus1ness orig1nated under

. the cufrent set-up)? 9 N "

"vZ:that structura] changes in Sa111e Mae wou]d you advoca e to better reso]ve

: the 1nherent tens1on bgtween the Congress1ona1 mot1ve f emp]oy1ng Sa111e
o Mae s1mp1yvas a- tqo] for serving the parqnount 1ntgrest of students and -

Sallie Mae's ovérriding'brofit motive ,»which may serve;that student interest

‘ ‘ftbvé greater or lesser degree depending on the factual context of any given

' decision or policy?” - L N
A\ . iy X . . l-' Lo
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- The enactment of legislation empowering other fihaﬂci&l
institutions to perform services currently.performed by
Sallle Mae should improve the delivery of student.loans.
.. Flrst, Sallie Mae would be placed in.a position of increased
"competitiveness with-financial.entities_-desiring.to.participate
‘in gudent loans. This increased competitiveness should
lead°to many of the benefits commonly found in a normal business
environment such as siwolicity of operation, the .lowest possible
cost of services provided, ‘imiioved delivery of services,
——and_preater_speed ic negotiating financial agreements. “Such
__-action should also result in innovations 'in administering
the various loan programs. It would ‘allow entities at’ the
state level to tallor programs to serve theilr individual
rieeds with Sallie Maé. continuing to play’'a prominent national
role.. One of the key problems with Sallie Mae at the current
time is that it is a monopoly.  Many of the problems outlined
in testimonies before this committee on- August 12, 1982, were
problems brought about by.this monopoly power. In summary,
remove the monopoly that Sallie Mae currently enjoys and
competltors wxll cause many of the problens to disappear

e .

.

by

fQuestion #2

As I° understand it, the original congressional intent for -

Sallie Mae was to increase the liquidity of guaranteed student

loans ‘and thereby increase the availability of GSLs. Through
numerous amendments, Sallie Mae has been allowed to stray

.from this original intent. ' It would be my suggestion that
legislation be enacted to revért Sallie Mae to the original -
céngressional intent. I would suggest that their power to-

make direct loans be rescinded: that their power to 'onsolidate

loans be rescinded and that power bé provided to State ‘agenciéss =~~~
I would suggest that Sallie Mae be allowed to purchase consolidated
loans after such consolidation had taken place under state )
"ezdministered programs. ‘In addition, Sallie Mae should be S e
_reestablished as'a %overnmentally chartered, non-profit :
corporation and be forced to operate as other such corporations.

In.summary, their motive for making a profit should be removed

so that/the organization can better focus upon the original

congressional intent of prov1d1n% liquidity for the guaranteed
e reason -for existing.

..8tu ent loan program as, their so

O
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RESPONSE TO SENATOR HATCH"S QUESTIONS ~

V-

Question #1

What impact upon the delivary of student loans would you foresee if Sallie Mae
. were made a fully private actor in the marketpiace, e.g. by the enactment of
. legislaticn empowaring other financial institutions to do the same things that :
Sallie Mae does in as many areas as possible, and removing from her any power
.. or status which could not be opened up L this way (preserving, hovever, rights
and duties concerning busineas originate under the current set-up)?

.‘Rasponu to Queation §1

-+ -It ia quite possible that the. potential risks assoclated _with‘c;r‘ea‘ting making . ...
~...Sallie Haae fully private may outweigh the costs of maintaining’some clearly

established public purposa for the céi-pqrpfion. ] - -

The major potential advantage of making Sallie Mae full& private, with equivalent .

- “power ur status" to any other "private actor in the marketplace,” would be the
obvivus bensfits accrued from market competition. First, the greater competi-
tiveneas might enhance Szllie Mae's reaponsiveness to clients, with a requisita
“increase in the level.of services provided, Likewise, in certain areas such as
the consolida. ‘on of loans student’ Lorrowers would be better serviced by the
“availability of a variety of options rather than through the single consolida-
tion option now allowed Sallie Mae. . . ) C

" -But other factors would make it quite possible that making Sallie Maa wholly
equal to private financlal institutions might seriously impair effective oper-
ation of the overall Guaranteed Student Loan (GSL) Program. Many of Sallie Mae's
current clients are the same entities with which she would be .competing. Such |
compecition would very likely erode the symbiotic relationships that currently
exist batwesn public and private lenders and Sallie Mae as a secondary market.
For example, Sallie Mae could improve its overall competitive position by re-.

" ducing its traditional areas of service to both private and public lenders.

It is even possible that Sallie Mae might abandon its role as a secondary mar-
.ket, if it were able to operate more lucratively as a lender than it does as a
‘secondary market. Private lenders have always shown reluctancs to provide

secondary market services--indeed that is why Sallie Mae was created--and .

«~—Salliey’'Mae might- show similar reluctancy if it can-use its limited resources . - = -

" in more productiva ways, :

I

What etructural changes in Sallie Mae would you advocate to better resolve the -
inherent tension butween the Congresaional motive of employing Sallie Mae simply
as a tool for serving the paramount .interest of students and Sallie Mae's over~
"' viding profit motive, which may serve that student interest:to a greater or:, = ..
' lesser degree depending on the factual context of any given decision or policy?. -

"_ Response ‘to Cuestion §2 ‘ o )
“-." We suggested In our testimony thaf Congress rescind those authorities that. =
creata the inherent conflict-of-intérest for .Sallie Mae. .Unless it is the
.federal Intention to Promote a privately controlled national student loan bank,
there is no reason vh:r_ S.?nia Hae ahould have the protected privilege to operate
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" loans.

both'as a secondary

market and ‘as a ‘lender, with £he sole ability to consolidate .

" Wa alse suggested in the testimony that the:vcoﬁgre;ls should establish a regular
‘procedure for oversesing Sallie Mae's operations and activities. . Indeed, these’
hearings have demonstrated how useful sv:h oversight can be,.both in better

understanding Sallie Mae

and in holding the corporation accountable for its

actions. < o
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Senator Starrorn. Thank you very much, Mr. Longanecker.
. Mr. Borden, we would be glad to hear from you. = ° _
. Mr. BorpEN. Thank you very much, Mr. Chairman: I shall at-
tempt to be very brief and to touch primarily upon points which
have not yet been discussed before the committee. I do appreciate
the time you and your staff are spending to conduct these oversight
hearings and believe that they ‘are importanf. to the continued via-
bility of this extremely important higher education program. ' :
- In order to place some of my remarks in context, I should per-
‘haps. inform yon that I speak for two organizations in-Kentucky—I-—
___am.executive. director_of the higher education assistance -authority, .-
___which_is_the guarantor_in_the State, and also, as a matter of stat- —
ute, serve as executive director of the higher education student
loan corporation; which-provides a secondary murket and a direct
lending service for the commonwealth. -~ =~ "~~~ .
Both of these activities are relatively new in the Commonwealth -
of Kentucky.- We began the secondary market program with a fi-.-
nancing in March 1979 which included a $30 million put option ex- -
__ecuted with Sallie Mae. So, our experierce with them goes back to
. ‘that date.: R T
.~ Between that financing and a subsequent financing which was
" completed in July 1981, we negotiated two master note financings '
‘with Jocal lending institutions-in the State—one for $10 million. -
" ‘and one for $30 million. T I ST
" In July 1981, we completed a riew revenue bond financing, again -
" with participation by Sallie Mae, with a put option in the amount
" of $130 million. Essentially, what that agreement did was. allow us
at soine date in the future, prior to mid-1984, under certain condi-*
1l:_ions,f.l;'o,sell to Sallie. Mae that $130 million‘in principal amount of .
Joans. . A : . S . .
" -Since that negotiation, within the past month we have again
~ gone back to the commercial lending resources and have negotiated °
7 $100 million in master note agreements to finance this fall’s activi- -
.. ties. ; IR S , .
" .So, our activities in financing of the student loan program have .
‘involved . Sallie Mae and alternative financing. I'can tell you with-’
. out any equivocation that. we ‘have.found that .t is. much’ easier
~’and, in many cases, much less expensive to finance through com- :
mercial lending entities than it is to finance, through Sallie Mae.:
As an example of, that, this is ‘a-Sallie- Mae agreement, to give
" you some indication of the complexity - of the agreement [indicat-

:ing). The-master note agreement which we ‘negotiated with'. the
banks in Kentucky was about this- thick [indicating]; this is prob-;
. ably, a little bit thicker than that agreement. That ‘negotiation took
" about 30 days; the ones:vith Sallie Mae take abdut 6 months, - -
i iNow, .let me talk about one particular concern that we have in"
+#" Kentucky related to the options program—the loan consolidation
.. program—administered by -Sallie ‘Mae. We are: very -much" con-
..~ cerned as to theii capability to, in.effect, cream the portfolio which
*." we have financed in Kentucky by consolidating “out' those “loans’
. which have‘high-principal balances which support the low-principal:

balance loans in the portfolio. = " . T T ST '
" Additionally, we are concerned and:think. you ought to be con-
“cerned that that-program, in e;ffecj;,.éoan‘:'ts an uninsured, unsub-:

3

~
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- sidized loan-—national direct student-loans—to insured,-fully-subsi-
. -dized loans with extended pay-outs, so that the long-term: cost of -
. those consolidations may indeed be very great for the Government.

We do not at this point in time, under the structure presently
used by Sallie Mae, sce equivalent benefits flowing to the students.
I would also point out to you that as a revenue bond financed,
secondary market in Kentucky,-any-time-a-loan is-consolidated-out
of our portfolio into the Sallie Mae portfolio, the special ‘allowance
payments will, in most cases, double because we do have that 50-
percent reduction of SAP payments. o o
_In effect, if we exercised our 130_million_put _option_with Sallie_ -
Mae, you would see a very significant-increase-in-the_cost-to-the -
- Federal Government of that particular exercise of our authority.
‘Another. point with. respect to the program is that T think the
monopoly status granted to Sallie Mae to administer loan consoli-
‘dations-tus stifled innovation in that arena, and has kept.our pro-
~gram, and T am sure many other State programs, from developing
- consolidation activities which could provide greatly increased bene-
fits to our students. .~ =~ . - . e L
Finally, in looking at the parameters for the options program, it
- seems.to me that they have failed to_adhere to what I.understood .
~ to be the congressional intent to reduce defaults. For example, the
- requirement that the loan be curfent-—and my understanding .is.~
. that the three initial payments be. made in advance of consolida-
. tion—certainly eliminates many predefault loans. " .* . =~ - ..
“:... A couple of general concerns with respect to the agreemelits we ..
have. negotiated with Sallie Mae: Over the ‘past several months, we
have looked at their fee structure for both commitments and iheir -
. termination terms. We do not-find-those to-be-competitive:——=—
" - We are concerned about negotiation tactics engaged in by Sallie
Mae where they send-staff to negotiate agreements that do not
. have the necessary authority to bind the corporation, and in many
:. cases not to even indicate the exact position of the corporation. : .
... 'We are concerned about thé extreme complexity. We .are.con: .
“-cerned about serial loan requirements, under which, if we ever put:
" “loans to them under one of these agreements,.they wonld be.able to - .
_call"at’ their option subsequent loans ‘out of the portfolio in Ken- ..
“tucky,which would perhaps ‘make future financings improbable, if
“-not impossible. et o0 Che T e
. . What are some.of the solutions? It.seems to e’ that some of the
- more-recent’ amendments have digressed substantially from the:
;- plan .which was laid out for Sallie Mae'in 1972, I.think 'we should
% strip them ‘of some of the unused authority: The uninsured loan -
% program - may dilute the ‘asset- base for the insured loan program.:
‘. .'The direct lending capability is a continuing, ever-present threat ™
- to any direct lending program operating in the State. Some of ‘their -
- publications indicate a capability to undérwrite:revenue bonds. To'.:
- the extent they. choose to exercise that capability, it gives ‘them an -
-~ enormous amount of influence over the market; 1:nder which the;
.. could demand to be a cofhanager on an issue and to.share in- the
" fees associated with it.. .= T e e e L T
- 7. 1:do believe the bankruptcy provisions should:be eéxtended: 1~
(think the $5 billion:in assét¥ guaranteed must be available to sup:""
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" port their borrowings and the other part of the market. I believe
" the consolidation program should be extended to State agencies. -
"1 believe you should consider reducing the term of the FFB fi--
" nancings to match the maturity of the Sallie Mae-acquired obliga-
_tions. And, I'think you ought to consider that the Sallie'Mae ex-
" emption from State, municipal, and local taxation may, in fact, be
“draining revenue out of some of the State coffers. And; we do
indeed need that revenue at this point in time in thé States. ‘
-So, while we may have Federal and State tax exemption, I would
note to you that, indeed, Sallie"Mae does have-preferential-borrow-—
——ing-from the Federal Financing Bank, and they do enjoy State, mu-
~nicipal-and-local taxation_exemptions.
~ .+~ _I-appreciate this opportunity. Thank you very much.
Senator StarrorD. Thank you very much, Mr. Borden. .
" Mr. Iverson, if you could stand by for just a minute, the Chair is
__ going to have to recess the hearing very briefly. . - -
.~ [Whereupon, a brief recess was:taken:] - o
: - "Senator StarrorD. We will resume the hearings.. L
..~ We were at the point of asking'Ron Iversrt: to speak to us. Ron, *
_ ‘we.are ready to hear you. = - : » o
" Mr. IversoN. Thank you, Senator. It certainly 15 a pleasure to be
" before your committee today. I will try:to keep my remarks’as brief
.~ as possible, and say that my friend and colleague'from Kentucky, |
~“even though he is a little further south than Vermont, certainly .
_does share.and express.our views regarding secondary markets. -
"’ "“As you know,,Senator, Vermont has an organization which’is a -
public corporati'orLthat is responsible for grants, scholarships, coun-
- seling, services, secondary market and guaranteed loans. - We do
-_-'-«,havez}g)f();gperc t )l_é_nder_ participation in our guaranteed loan pro-
“gram. Highet education is the third largest employer in our State:~
"What I,would like to do is to share with you ‘today our. éxperi-:
ences with secondary markets, and then.offer some observations _
and recommendations.- v R T
Being a small State, we have small-asset banks. ‘We' also have
~ one -of .the largest: grant programs in the country on ‘a per capita
" basis. Our student indebtednéss in many' cases is"not_that large.
- When our banks first discussed liquidity in a secondary market; we
" diseussed with- them -direct sales to’ Sallie Mae. There were: many
" reasons that that was rejected. . """ oLt T .
.. "One, you have heard Salli¢ Mae’s requirements to purchase large-
. putstanding debt fromstudents. Also, at that time our lenders had
" been involved ‘in the Federal insured loan program and’they- still
. recalled the problems dealing with a Washington agency or a cen-

+ .~ Our.views and concerns dealt around two areas.: First, we were
- .very ‘concerned over ‘what.would. happen:to.our excellent repay-
" -ment rate. You know;if I'as a student:did not have a loan payment’
" 'in’ ontime—my dad could be’walking down .the street-in ‘Saint:
" Johnsbury, and=I could be in:Turkey. Joe Sherman from the Citi-

‘zens Savings would :have tapped him'on'the shoulder. andsaid,
“Phil; Where is your son, Ron? 1 am ‘missing $39.25,” ‘and I would
have heard about it. That type of activity allows Vermont to' main-
tain-a GSL .program where 88.5 percent of the students are meet-’
B peir Toom obligations, . oy DR

I
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_.-We were very concerned.about what would happen if an outside..
- servicer. took over our portfolios. In' fact, recently we asked Sallie
Mae to provide us information regarding:their default rates,; and’
we have not heard at this time. I am hoping we will in the future.
Being very honest with the committee, Senator, I must say we

also looked at the profits Sallie Mae was making in secondary mar-
~kets, and concluded that if such profits existed, our agency should
‘operate the' program, obtain those revenues, and use them to im-

- prove student financial aid program services for the people.of Ver-

~ mont, ‘@nd use those surpluses to purchase more loans and ‘main-"
_tain an excellént stipend loan administration. :

.1 think thiquoes_shQ“Lthe-di-fference—bet,ween—a—_Sta-te,—public,—

. nonprofit group. administering a secondary loan market and ‘that of

a profitmaking corporation, where the. latter represents stock-

" holder concern. A S S
After this decision was made, we began to look at structuring our

- own financing. Recently, at the end of June, we invited Sallie Mae
~to participate in the financing hearings in order to help strengthen

- the financings with a_put- or take-out type of option, along with

" otherlenders. - TN - _ } T
-1 am deeply concernéd -over the requirements and conditions
- Sallie Mae required for their participation, and would . refer to
- some of the comments Mr. Longanecker niade. I am in the process
‘of writing to Ed Fox to express our concerns on a number of specif-
- ic points, as I do not feel the financing would be feasible with Sallie
'Mae: under their proposed agreement.: And I would be happy to
- submit a copy of that letter to you for the record. =~ Co
‘Senator Starrorp. Without. objection, we - will put ‘it -in - the
—tecord——— — . i e
- [Information submitted for the record follows:] = R

i
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September 30 1982 N

'5219 Dirksen . Senite Office Bulldxng L .

‘ The Honorable Robert T Stafford )

United States Senate

Washxngton, D. C._ 20510 . o

.:Dear Senator Stafford

_buring your hear1ngs ‘on’ act1v1t1es of Sallle Mae, you,y

requested I include as-part of my’ testimony . a copy of
the letter I was sending to*Sallxe Mae expressing con-’
cerns regarding their purtxcxpatxon in our secondary

""loan market. financing. -1 ‘am happy to: enclose a copy
of that letter for the offxcxal record.

n addltxon, T am, encloslng for the record my - response'
to Senator Randolph's wr1tten questlons.
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September 29, 1982

. ) Cok o

Mr. Edward A. Fox
‘yStudent Loun Marketing Association o <
1050 Thomas Jefferson Street, N.W. .
Washingtor, D.C. 20067 . oo . B
* ‘Dear Ed: -~ ' Loc ;
The' Vermoat,-Student Assistance Corporation.is preparing to sell its
initial bond issue in the amount of ‘approximately $75 t5/§100 million
. . in the Spring of 1983. The Corporation is anticipating a need to.. . .
Coestructure a three to five year issue backed by a credit facility from
~a major financial institution. Representatives from~Sallie Mae, pre-
sented the.seller/servicing product to the. Corporation for its con-
"“5ideration as. the back-up -credit fdcility. .. Although the basic con- :
.-cept 'is an:attractive one, the Corporation.would find it most diffi-
vcult to énter into the seller/servicing commitment with Sallie Mae

~~-at the present time for two central reasons: .

1.© The representatives of Sallie Mae.with whom the
C Corporation has direct.contact do not have the..
authority to negotiate terms with the Corporation.
Other financial Institutlons with which the Corpora- - %
tion might deal are structured such that the authority ’ S
“Ffornegotiation 15 Vésted 1T the people who, attend™ P
the document sessicns.. In order for Sallie Mae to- . L
‘offer its services on a-timely basis and to-parti--: . . .. '
. cipate : ] is with 211 other partiecs—to -
.., the transaction, the Corporation would contractually
‘‘require ‘the presence ‘at all negotiating sessions-of
decision makers accompanied by legal counsel® Sy
‘responsible for developing documents. Without such B
‘arrangements, ‘Sallie Mae's. internal procedures’could *
delay our timetable: significantly.. In:the experience -
_of -other issuers, . these delays have been in sope cases. -
more: than six months. B ) - L

2.7 The terms of the'séller/serVicing:agféément,afe ot ..l
competitive with terms offered by other. financial .
.+"Institutions. ~The commitment fee the Corporaticn .. . - .,
. - B} “ Pt -
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““wowld pay to Sallic Mae and
Mde wo: 'l pay to the Corpor
crefiect market conditions.

" Sallie Mae, such as.t

the- servicing fees Sallie
ation do not,-in general,
Other terms unique to '

he servicing escrow, suriously
. affect the feasibility of a bond issue and ‘are not

R requirements of-competing financial institutions.

- Attached is an -identification” of -and-comment on some
R of the sallent Sallic Mac terms and our suggestlons
el TOT adaptations. which would more closely align-cuallie

. facTs terms with terms which ‘are acceptable to the
Corporation and which are currently ‘available
_liwe_..other financial institutions. - :

from

_ - After rpviewing'the attached comments,
ditions imposed—by-Sallie-Mae—af

P :
i —thcCorpordtion !

you will note that the con-
fect substantially the feasibility:
f < nilanned financing program, and would 1n 1dTtl
require additional fees .and requirementsyequal to $1;950557—en—=a
present value basis at the time of the financing.. .

" The Verhontusiudoht;Assiétdncc'Cdrpora
. Sallie Mae .to address these problems,

tion. is anxious to work with ..
_Tour interests

as we believe -it-is.in both -
. to develop a constructive working relationship.

vﬂé.mould.iiké to explore- this matter £
-ﬁorwnrd:toihedrfhg from you. - .

ur;hef with'YoJ; and - 160k :‘ﬂ:'v

.- .sipcerely, - T e

R .
‘ y ,
e . o o URonald J./Iverson | T
L . i ) Executive Director ST
Attﬁchmgnt ) s’ 7 e
CRIT/bp L o ’ I -
A N "\ o - |
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Vermont Student Auslstance Corporatxon
Revxew and Comment .

on  * AT .

Sallxe Mae Seller/Servicing Forward
‘Purchase Commitment' Terms and Copditions '

Below we have reviewed several of the conditions and terms
identified in the-Sallie Mae "Standard Pyblic Sectotr Terms-Seller/
Servicing Program.” While it is the Corporation's strong feeling
that-these changes to Sallie Mae's terms are required in order
to make. its program competitive with other providers of student
]oan takecut arrangements and to make Bond finan¢ing - with— a“““'“—~*““~-~~~
tiallie Mae agreement financially feasible, -the Corporation remains

~;—w%%%*nq-fe—engage—xn—good faith— negotxatxons—&n order _to develoD

tually satisfacro :

——smutual Ty acrangement..

'Purchése’Pricn K ._; S . RO " L

Sallxe Mae~would pay to. the Corporatxon the par value of the
lcan portfolio with no-consideration for accrued interest or special
allowance payments. - Although the Corporation.may bxll the Federal
government. for. the special allowance and interest’ payments owed to

_the Corporation for the period it held the loans prior to their sale

..to Sallie Mae, it'may not do so until the end of the quarter. Be-

" cause the’ Department of- Education payments fOr interest on loans

during the interim period and for all special allowance payments

are generally. received by ‘the Corporaticn one month' following the

end of 'the Federal fiscal quarter, on-any date accrued interest

and special allowance payments will always exist. .To ‘ignore this

and insist upon a purchase of the loans at.par with nc consideration

of accrued interest is a significant detriment to program feasxbxlxty.

Since all other prominent takeout arrangements aré inclusive of

accrued interest, this term seems particularly onerous, - We recom= -

mend, therefore, that the commitment-amount, remain the principal

;, amount of the loans but that the purchase -price include accrued -

" special allowance and interest payments for the period in .which the

.. loans were held b{ the Corporation. - For . purposes of determining, the - ‘
~accrued special allowance, the assumed rate would be the minimum rate
applxcable to-each type of loan in the portfolio purchased by Sallie Maé.
When. the . specxal allowance payment is received by the Corporatxon .
from -the Federal government, the Wminimum rate would be remitted to
Sallxe Mae, and the Corporatxon would keep the balance, if any.

e N PR

Early Terminatxon and partial Reduction of. Commitment -

The requxrements relating to cancellatxon ‘of part;al reductxon of
‘the commitment amount are wholly ifconsistent with terms available in
. “other :‘takeout arrangements ard significantly’ detract from. the credit
worthiness and .program- feasibility of any bond .financing. program..
“Virtually all other Qakeoui arrangements provide for éarly cancellation '
+7. or reduction of’ thé commitient amount under essentially any circumstances,;
+with no penalty. -The Sallie Mae- ~terms, which permit no reduction. or.
' termination -under any cxrcumstances for one year, and which-severely .
penalize the Corporation for ahy’ laten.termxnatxon or reduction’ by R
‘"requiring- it to. pay a¥l of the. futurza’ fees at- the time of .the reductfbn,
are .very dxsadvantageous for two’ reasons.ﬂ Fxrst, in' the event that due. ..
to program changes, dramatic shifts in demand, or other. drastic cxrcum-:v B}
~tances, the Corporatxon was unable to orzgxnate any elxgxble loans,

O
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-

Y
s N o : . e - : . -
_the Corporajion must be able to demonstrate-to-the rating.services = . .~
that the issue is structured in 5 mannefr which Will enable the:issuer-—-—-—
to redeem the bonds without defaulting on.any interest. or:principal... ...
If the seller is unable to terminate the commitment, ‘or if it is only
able to do so at a severe penalty, the rating services would seriously
question the credit worthiness of the, financing structure. ' Second, in. any
student loan takeout financing, the issuers are issding short-term ' - :
bonds with a best efforts requirement to issue long-term obligations
to refund the original ‘bonds. Since this requirement may dictate
that the issuer refund the original bords at any time:prior to their -- -
faturity,. the early termination penaltles significantly decreas2 the v
feasibility ©f any refunding. We therefdre recommend that the.terms
of the Seller/Ser\ticing agreement permit early reduction or te-mina~
tidén at any time without penalty. o

Escrow Fuud o ) T
.The escrow fund requirement is also a disadvantageous term for the’
seller in.the Sallie Mae proposal. -The-effect on the bond financing
_feasibility is. substantial. Since Sallie.Mae requires that the. ;
escrow fund interest earnings be -retained . in the fund and since
neither the earnings nor the initial deposit: to the fund may be .
" considered an-asset of the bond issue, the escrow fund represents an -
‘up-front reduction in the earning assets received-at bond- delivery.
. This is, in effect, similar to paying additional costs of-issuance,’
“since the cost of the escrow fund musi. be recovered from:.the earnings
of the remaining assets. In a typical financing of a ‘$100 million
‘ loan portfolio, it would effectively increase the cost of the program
. by .37 percent (see the attached appendix).  In the current market,
‘both.high tax-exempt interest rates and the historically high ratio
of tax-exempt to taxable yields makes the escrow fund in many cases
the difference between proyram feasibility and lack of feasibility.
We recommend that the escrow fund requirement, be eliminated. [

o

Serial Call’
The Serial call option is also not required in other takecut
arrangements. - While there are several advantages to both the Corpora-
tion and Sallie Mae from this requirement, there are 'also potential’
disadvantages in this arrangement which Sallie Mae should recognize. :
"'Under-the serial calliprovision, the Corporation may be forced to
.sell to Sallie Mae,-at-any-time-in-the.future, any loans the Corpora- =
“."tion holds by borrowers who also have loans keld by Sallie Mae. This.
- provision allows Sallie Mae to select only-the best loans for its-
“portfolio and virtually requires the Corporation té continue. future
business arrarigements with Sallie Mae regardless of the existinrg ..
conditions. -We recommend that this requirement permit sonme .degree
‘of flexibility®on the part-of the Corporation. v S Lge el

O
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The commztment agreement should be a- hpecifxc obligatxon to"
“1éans -to ‘Sallie Mae.at .an’ ‘agreed upon :point -in’ the future.’

Cireun ances may arise in'which it would’be"in the Corporatic¢n’'s

to undertake an.independent:sale ‘of loans.to another’ party

: -,vthe commitment perioa without affectingcxts ability to B
lell the loans. to Sallie’Mae specified in the commitment: agreemnntr

It.is.therefore &n unfeasonable, burden on the Corporation’s flexi-

_bility to prohibit ‘sales. .%o any.other party during the commitment

“period.’ This provision, particularly when combined with the serial -

~callprovision, - is effectively a restraint on trade and insurezs that .

:Sallie Mae: does not have to- remain competitive with other instxtutxons...:A

. “'Sallie Ma®' requxres ‘that! notifxcatxon of purchase be made

180 drys prior to the commitment date. .All other. takeout arrange-’
‘ments require: 90 days or -less. ~ This six-month -period- is 'likely .to . _
be ‘a’ time when, any refunding: bonds would -be issued, and, hence,. the .
addxtxonal three month period:-imposed by Sallie Mae seems’ excessive.
We. recommend .a- 90-day notxfxcatxon perxod consxstent with other :
arrangementss i )

Loan Documentatxon

In general, th loan documentatxon and technxcal requxrements
of ‘the Sallie Mae: commxtment agreement are. much more: restrxctxve
than any, otherjtakeout arrangement, ‘although much of this ‘is .
understandable iven: the differefit nature of ‘the seller/servxcxng )
agreement. . W eel’ strongly, however,,that several of these requ;re— -
s should bé.the basis of good_ faith -negotiations between the: .
‘Corporatxon and Sallie; Mae, ‘rather ‘than: 1nf1@x1b1e terms. - In, addxtxon
.the agreement reguires:that. the Corporation make, in: effect, a ’ Dl
general:Gbligation pledge as to the compliancé.of “each loan. A
to’Sallie:Mae’s: reouxrements regardless of the- good. faith effort- made E
orporation. intits" servicing:and orxgxnat:on.i ‘This obligation
: ;mxted thr_ugh a safe’ harbor wh;ch protects the Corporat;on'

1though the’ Corporatxon understands the 1mportance to Sallxe
maxnta;nxng ‘consistent. performance among 'its servxcers, the
f - detailfi entxfied in.;the’ termsof: the‘agreement 1mposes ‘an ;
onerous ‘technical’ burden’ thhout :
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Commitment Fee

The 3/B of one percent annual commitment fee quoted by sallie
Mae is fifty percent higher than the 1/4 of one percent annual fee
quoted by at least three other student loan.takeout providers. Since
the quality of the credit offered in each of these arrangements is
similar and since the Sallie Mae agreement, as noted abeve, requires
significantly more accomodations on the part of the issuer, the higher
fees are clearly not warranted.

Servicing Fee

The servicing fee quoted to the Corporation under the seller/
servicing agreement would be 1.25 percent of the outstanding portfolio.
National servicing organizations generally charge 1.5 to 2.0 percent
of the outstanding portfolio. Under the seller/servicing agreement,
therefore, the Corporation would be losing money by subcontracting
the servicing. We recommend that these fees be subject to negotiation.

Late Pavments by Federal Government

The servicing contract specifies late charges to be paid by
the Corporation in the event interest and special allowance payments
are received by Sallie Mae after the 31st day of the month in which
they are due to be paid by the Federal government. This provides no
safe harbor t¢ the Corporation if for some reason the Federal govern-
ment is late in its payments. There is no reason for the Corporation
to fully bear this risk. We recommend that payments to Sallie Mae
from the Corporation be required only after their receipt by the Cor-
poration from the Federal government. To the extent, hcwever, that
penalty payments are received by the Corporation from the Federal
government, they would be forwarded to Sallie Mae.

-Late Payments by Students

As with the Federal payments, the servicing contract specifies
late charges to be paid to Sallie Mae by the Corporation in the event
students are late in making monthly payments to the Corporation. 1In
addition to the obvious potential financial disadvantage of this
arrangement, the Corporation may potentially be legally barred from en-
tering such, an agreement since it effectively requires the Corporation to
act as a guarantor to Sallie Mae for the entire loan portfolia. This -
is not required in other servicing contracts. We recommend that these
payment deadlines be subject to negotiation and contain a safe harbor
for the Corporation in forwarding late payments without penalty under
certain circumstances.

193
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Appendix

Assumptions Employed in Determining
the Effect of the Sallie Mae Terms

.In the assertions as to the financial effect of some of the
Sallie Mae terms discussed in the attachment, the Corporation has

w-- .- assumed a-typical three-year bond issue with the following general
components:

amount of Portfolio $100,000,000
Escrow Fund 1,000,000
First-Year Commitment Fee 375,000
Reserve Fund (six months' interest) 5,446,500
Cost of Issuance 200,000
Underwriters' Discount (1.75%) 1,906,275
Rounding 2,225
Principal Amount of Bond Issue $108,930,000

We also assumed that the datea date (the date on which interest
on the bonds begins accruing) and the delivery date (the date on
which the Corporation would receive payment for the bonds) were the
same and were three years prior to the maturity date. The intetrest
rate on the bonds was assumed to be 10 percent.

The higher costs imposed by the Sallie Mae terms may only be
recovered by the Corporation through earning a higher rate of return
on its borrowed assets (the bond proceeds which the Corporation may
lend or invest). For erample, if the Corporation received the full
$108,930,000 in cash above and invested it, the Corporation woul?d
have the amount of money required to pay semi-annual debt service
on the bonds and the principal at maturity if it invested the money
at 10 percent. However, since the Corporation must pay caectain costs
to sell the bond issue and to run lts program it must invest its re-
maining assets at a rate higher than 10 percent. Thus, the Corporation
would pay certain of its own costs of issuing the bonds which are then
reimbursed from bond proceeds. If we remove this $200,000 from the
assets at the time of bond delivery, the remaining assets must earn
a higher rate of return in order to have suflicient funds to pay debt
service on the bonds, or 10.0724 percent. The effect of the costs of
issuance on financial feasibility, therefore, is .0724 percent. When
the underwriters' discount is paid, the earning assets are reduced
further by $1,906,275. The effect of the discount on the feasibility
is thus .6973 percent. Together these two costs total .7697 percent,
so the effective interest cost on the bond issue is 10.7637 percent
rather than the 10 percent coupon rate. This is the "cost of money"
to the Corporation.

In order to assess the effect of the Sallie Mae fees and pro-
visions on financial feasibility, the present value of these fees was
determined using a discount rate of 10.7697, or the cost of money to
the Corporation identified above. The discount rate is a method of
determining the value of a future payment today, assuming that it
could be invested at that rate until the payment is actually made.

19
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The accrued interest and special allowance on the student loans
would not be paid by Sallie Mae on the date of the bond maturity. If
we assume that the portfolio is composed equally of "new"” 7 and 9
percent loans, and that the interest and special allowance payments
have accrued for one month, then the shortfall would be $791,667, if
the special allowance payments are the minimum of 2.5 and .5 percent
for the respective catesories of loans. The present value of this
amount is $577,927, and the effect on feasibility is therefore .21
percent.

The commitment fees paid to other financial institutions is
v .25 percent, while Sallie Mae charges .375 percent. The difference
is $125,000 annually in this scenario, the present value of which is
$338,896. The effect on feasibility is .123 percent.

The escrow fund required by Sallie Mae is equivalent to an
immediate reduction in assets, since no income may be retainz=d by
the Corporation and since the principal of the fund may not be used
to pay the bonds at maturity. The effect on bond feasibility is
.367 percent.

The total present value of the costs of which must be paid to
Sallie Mae (including the escrow fund) is $1,950,572, with an effect on
feasibility totalling .714 pe:cent. Note that these are just the
fees that are unique to Sallie Mae and are in addition to those which
must be paid to Sallie Mae but which are consistent with commitment
agreements offered by other institutions.
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Mr. IversoN. Not to bore you, but just let me give you two exam-
ples. The Department of Education payments for interest are on a
quarterly basis, and interest is usually received 1 mouth following
the end of any fiscal quarter. Therefore, at any date there are ac-
crued interest payments.

When Sallie Mae purchases our loans at par, they ignore the in-
terest that is accrued while we own those loans during the quarter
and will not pay that to us. That does not sound like much, but on

" a 350 million purchase, Vermont would make a donation of $2 mil- =~

lion to Sallie Mae in interest on loans that we owned at the time if
it went the full quarter.

Sallie Mae's commitment fee was quoted to us at a 50-percent
higher rate than other private financial institutions quoted to us—
again, millions of dollars that we could not afford.

Turning to some observations and recommendations, being a neo-
phyte, I have heard a lot of rumors—I do not know whether they
are true or not—regarding secondary markets, not only including
Sallie' Mae rumors but many others. To eliminate such rumors, and
since Sallie Mae is a publicly created entity, I would recommend
that Sallie Mae's laws be changed so they also come under the
Freedom of Information Act, open meeting laws, et cetera—similar
to the right to know laws, in Vermont.

Thus far, we have been able to obtain, overall, better terms from
private banks, which does surprise me because they have not had
the benefits of Federal subsidies and access to the Federal Financ-
ing Bank. Perhaps Congress should review what are appropriate
profit margins for Sallie Mae and any other secondary market. I
think Senator Randolph’s comments regarding GAO audit could
address that point.

In the area of Sallie Mae's Options program, I think as more em-
phasis is placed on student loans in the future, it is essential that
students have a longer repayment opportunity. I do agree with Mr.
Borden and others that we should not charge students more inter-
est to consolidate loans, and support Sallie Mae’s suggestion to
charge actual interest.

In order for us to continue offering programs that best meet the
needs of Vermonters, I would recommend that in any legislation
this committee passes, it would also include provisions allewing
nonprofit secondary markets to consolidate student loans, as Sallie
Mae. I think this is probably one of the most important things to
Vermont at this time.

I would second the taxation idea mentioned by Mr. Borden; that
a profitmaking, stockholding company should not be exempt from
State taxes, particularly in a period when Federal expenditures are
being scrutinized and revenues on both the State and Federal level
are-scarce. : , )

Possibly, the Federal-Government should consider asking Sallie
Mae to refinance part of its Federal financing debt in the private
market. Just some quick calculations on that: I calculated that that
is, if you look at Sallie Mae’s spread of return on a guaranteed stu-
dent loan to their cost of money at the FFB on $5 billion, that is
close to $169 million they earn in direct subsidy.

Another area where we could help reduce the Federal budget ex-
penditures is in the area of the special allowance payments. When

. 198
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nonprofit secondary markets purchase student loans, the amount
of the special allowance payment is cut in half. I would do every-
thing you could to encourage more States to take this opportunity.

I believe that the question Senatoyr Randolph asked Mr. Fox re-
garding the recent Federal funds in private corporations does exist.
Sallie Mae receives reinsurarice for bad debts; those are Federal
funds. And when the bankruptcy provisions are changed, it also
_ puts 35 billion of taxpayers’ money in more jeopardy for charge-off

in bankruptcy. So, there are Federal subsidies involved with Sallie ™

Mae.

Overall, perhaps the committee should coensider whether Sallie
Mae is really a private entity, and make it that way, or truly a
public entity, and make it that way.

I have appreciated the opportunity to be here today, and hope
that the committee will continue to take an active interest in the
appropriate role and performance of Sallie Mae. Thank you.

Senator StarFrorDd. Thank yuu very much, Mr. Iverson. The Chair
has three questions which we would ask any of you who wish on
the panel to respond to, again bearing in mind that brevity is
sometimes the soul of wit.

Let me start with this one. What would you describe as Sallie
Mae’s responsibilities? Does anybody care to take a shot at that?
Mr. Longanecker?

Mr. LoNGANACKER. Let me take a brief shot myself. I think Sallie
Mae has two primary roles. One is to make a profit; it was clearly -
set up to make a profit. I do not think that is a bad goal. I think it
helps them operate in a very business-like fashion.

The other principal goal, I believe, is to offer a secondary
market. OQur major complaint is that now those responsibilities
have been expanded to the point where it has conflicting goals be-
tween being a secondary market and a lender or a guarantor or an
underwriter. : '

Senator Srtarrorp. Is there any disagreement with that? Mr.
Borden? '

Mr. BorbpeN. No. I would tend to reinforce that by saying that I
think even Sallie Mae understood its role much, much better prior
to the last two sets of amendments. I think the extraordinary
grants of authority given to therr in the last go-around made it dif-
ficult for them to know what their primary function is at this
point. Certainly, for us it is difficult.

Senator StarrorDd. Thank you. Are there any performance objec-
tives by which we might measure Sallie Mae from a public policy
perspective? ‘

Mr. LONGANECKER. Yes.

Senator Starrorp. Mr. Longanecker?

Mr. LONGANECKER. Just as an example, I think one way you
could look at how Sallie Mae is performing is to lock at whom it is
serving geographically and by type of lender. There was much
mention made that its board is a representative group of users and
concerned citizens. I do not believe there is strong representation,
ﬁt ledast, from the tax-exempt lender community on Sallie Mae's

oard.

I think another way you could do it is to lock at the comparison
between its profit and the cost of services that it is providing, or

-~ o187
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the cost that it is charging for services to its clients. I think you
could also look at the comparison of what Sallie Mae is offering
compared to what regular, private lending institutions are offering
for terms. I think those are examples of up performance objectives
for Sallie Mae. :

Senator Starrorp. Thank you. Mr. Borden?

Mr. BorpeN. I would suggest you ought to solicit from State
agencies and/or frorm Sallic Mae copies of various financing agree-

- ments which it has entriad into with State secondary m:arkets, and - - -

examine those in contrast t.: some of the financings that have been
entered into with commercial entities. .

Mr. IversoN. I would add to tunat, Senator. In Vermont, the way
you make profits is to keep your expenses down. Sallie Mae is
working on a very small percentage of profit. I think the way to
review its performance would be to review its expenses and the
type of expenses it incurs and for what purpose and compare that
to other agencies. :

Senator StaFroap. Thank you all. One final question: Has Sallie

Mae indicated to any of you that it intends to pursue its authority
to act as a direct lender?

Mr. Hawk. It has not to me, Mr. Chairman.

Senator StaFFORD. I notice, Mr. Longanecker, that you are shak-
ing your head negatively.

Mr. LONGANECKER. No, it has not. In fact, I think they have ex-
plicitly stated the opposite at this point. I think our concern is not
with the current leadership of Sallie Mae. It is with the conflict of
interest that exists in their prerogatives and authorities.

Senator StarrorD. Thank you. Is there any different response
from Mr. Borden or Mr. Iverson? If we hear none, we will assume
you all agree that you have not been informed.

[No response.]

Senator Starrorp. All right. Gentlemen, on behalf of the com-
mittee, I wish to express our deep appreciation to you for helping
us this morning and remind you that the right to submit questions
in writing has been reserved to memtars who were not able to be
here this morning and for those who were here and had to leave. If
that is agreeable, we would appreciate your responses at your early
convenience. Thank you very much.

- [The following was supplied for the record:]
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IVEREON RESPONSES TO SENATOR RANDOLPH QUESTIONS

Should the subcommittee, in developing any legislation to address:
concerns of today's hcaring (if any), consider requiring Sallie Mae to
retire all government guaranteed notes before they retire new. notes they
are noy Selling to the public?

If you think so, please explain why?

In gencral, we believe that Sallie Mae should issue debt backed
by its own credit.

In May 1981, Sallie Mac began borrowing in open markets without
Federal guarantces through its discount note and floating rate
note programs. Each of these financings is essentially self-
supporting.

While we would strongly dfscourage further Federal borrowing

‘ subsidies or guarantees, it would appear necessary for Congress to

establish some sort of accelerated repayment of Sallie Mae's .1ébt
to the United States, particularly since they continue to enjoy
the same rate of return on their student loans as a commercial/
private lender; even though their (SLMA) cost of funds was less
than the commercial lender. 1t should also be remembernd that
states in their secondary markets and hopefully loan consolidation
programs only reccive half of what Sallie Mae receives in Federal
SAP interest payments thus reducing the cost of the GSLP Program
to the Federal government.

Sallie Mae's new Authority under (d) (1) (D) (Reconciliation) to under-
take any other activity it determines to be in furtherance of the GSL
program, or otherwise support the credit needs of students, has been
eriticized as too open-ended and thus poses a threat to state agencles.

Should we amend that section to include either a one-house veto authority
over any implementation of this provision, or require Sallie Mae to wait
45 days before implementing any of its new-authority under that subsec-

_ tion?

.--Any other suggestions?

It is the task of state agencies to undertake activities which
in some way provide capital to students at an acceptable cost.
With this in mind, we feel that the Congress should pursue poli-
cies which enable Sallie Mae to assist state agencies (at their
request) and to compete fairly in providing such services. For
this reason, we believe the new authority granted to Sallie Mae
is far to broad and should be curtailed.
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For states that have established student loan authorities allowing
colleges to raise funds by issuing tax exempt bonds, backing such 1oans
by pledging all or part of their assets, such as physical plant or
endowments as collateral, ang should such states (including West Vi,
ginia) find that it cannot pay back its obligation under the bonds when
payment comes due--can state guaranty or lending agencies come to their
assistance?

What about Sallie Mae's authority to deal in such uninsured loans-—what
might be the adverse effects on both the colleges or state agencies
should this coms to pass?

I would recommend another alternative which would be less objection-
able and less expensive to the Federal Government, Simply, change
the Federal statutes so Federal reinsurance would be maintained on
those GSL's not qualifying under the nceds test. The Federal Govern-
ment would pay no interest or special allowance; therefore, costs
in the PLUS Program would be reduced or limited, and states could
then subsidize the interest, if they desired, :

By allowing these borrowers who cannot meet the
needs test to pay the prevailing cost of borrowing, the government's
costs would be limited to the possibility of default payment, which

would be far less among this group of borrowers.
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Do you agree that Sallie Mae's authority to go into a state, in agreement
with the secretary, to provide student loan access if a determination is
made that Such state is either unwilling or unable to provide for student
credit peeds, 13 of concern because they are in a position to creats that
circumstance of ®unwillingness or inability" on the part of a state
agency because of State agency, current, or future, dependency on the
assoclation to provide cash-flow? In other words, if Sallie Mae either
refuses, or delays negotiation of agreements bntween state agencies, it
could create 8 lack of funds for student loans and thus create a situa-
tion where need is not being met--opening the way for Sallle Mae and the

Secretary to "order Sallie Mae into the state" to fill that need.- - - -

Is the foregoing the reason for the grave concern: on the part of state
agencies with that particular new authority for Sallle Mae?

How can that authority be amended to se restrict Sallle Mae to alleviate
state concerns?

Do you recommend outright repeal of that authority?

Would you a2cept a requirement that the authority include a ccnsultation
with state agencies or higher .education entities before the secretary

made a determinatior that unmet need existed in a state, before Sallie
Mae is aliowed in?

Given Sallie Mae's record on negotiating takeout commit.-
ments and other financial arrangements, as well as its demonstrated
lack of concern for the interests of state agencies, such a situa-
tion could exist. In addition, the other financial instigutiOns
which provide services in competition with Sallie Mae (chiefly money
center banks) may withdraw from future involvement with such services
on very short notice. Thercfore, a forced unmet nced due to the
inability of a state agency to work with Sallie Mae could in fact
occur.

We strongly reccommend that any determination require state approval
before any alternative plan be implemented.
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In connection with Sallie Mae's sole authority to consolidate, do you
believe sole authority should be removed from law, and state agencies
given the option to consolidate?

How would giving state agencies the option to consolidate help keep down
default rates, and how would it save the government money?

We strongly support a removal of the sole authority provision for
Sallie Mae and a change which would also give state agencies the
option to consolidae.

Enabling Sallie Ma: to consolidate different loans while not per-
mitting state agencies to do so places state agencies at a com-
petitive disadvantage in offering services to students. Under the
consolidation provisions, Sallie Mae may extend the loan amortization
schedule to up to 20 years as well as offer a graduated repayment
schedule. Both of these-provisions may be very advantageous to
students, as well as the obvious simplification of paying only one
monthly loan.

Permitring state agencies to consolidate loans from different proerams
would potentially reduce defaults by allowing the agency to adopt the
repayment schedule to the student's ability to pay. It would also
simplify the servicing and tracking required of the agency, which

has in the past been helpful in reducing default rates. :

Program costs would be reduced since state agencies only receive
half of the SAP interest payments that Sallie Maec receives.

In addition, Sallie Mac can come into a state and purchs «, out of
a state's secondary market, all the larger balance loans, leaving

the state program with small balance loans which are more coStly
to service.

We hope you and Senator Stafford will sponsor legislation allowing

states the ability to consolidate loans and put an end to Sallie
Mae's monopoly in this arca.

- RU2
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Sallie Mae recently sought the concurrence of the Secretary of Education
in its viev that Sec. 438(B)(2)(I) of the Act does not preclude the
special allowance to states on GSLP loans made by those states with

. proceeds of advances from Sallie Mae. The Secretary, by his letter dated
June 7, 1982 to Mr. Ed Fox, did not concur with their view.

What is the state agency position on this question, and how would it
affect state agencles if the Secretary, or the Congress, does concur with
Sallie Mae's view?

The issue raised in Section 438(B){2)(I) of the Act actually
extends beyond advances by Sallic Mae. The section specifies that
a holder of a loasa who financed the purchase of the loan through
tax-exempt sources of funds shall receive one-half of the special
allowance payments. Sallie Mac sought the opinion of the Secretary
as to the special allowance payments 1f a tax-exempt entity - such
as a state agency - issues taxable obligations to refinance its
loans originally financed by tax-exempt obligations. It seems
logical to argue that in this case its source of funding is taxable
and therefore deserves the full special allowance. The Secretary
scems to be arguing that an organization must make a choice as to
issuing taxable debt or tax-exempt dekt, and once the choice is
made to undertake a tax-exempt financing, this situation may neverl
be reversed.

Further examination to determine if there is a real .need for this
should be undertaken as cost of the GSL Program would be incrcased
dramatically which would have a negative effect.

Sallie Mae probably will seek authority to lend directly to colleges
enabling them to make uninsured loans, through local banks. What 1s your
position on such proposals? If you agree, who should set the terms for

such loans, and how high an interest rate should be required of students
sbtaining such loans?

We believe that if states could provide Federally insured, non-
interest subsidized loans to those students not meeting the
current Federal need formula, that all demands would be met.

This would continue to providc students ¥With loan access from
their state programs and would not proliferate the program by
adding another laver of bureaucracy. In addition, students would
receive funds from a non-prejudiced agency to attend the college
of their choice.

We would opposec this new authority.
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It 1s the gxpressed opinion of Sallie Mae that the $5 Billion they have
borrnwed (as of January 1982) from the federal financing bank does pot
constitute and cannot be called " Federa)l Funding®, »TaxPayer Dollars",
or "Federal Contributions® for Sallie Mae's purposes

Do you agree? If not why not, 1f you do Agree, Explain.

There is little doubt thut the initial borrowings of Sallie Mae
were subsidized by the Federal government, since Sallie Mae paid
the Federal government 1.25% above the T-Bill auction rate, and are
guaranteed a minimum 3.5% above the T-Bill rate as a return from
the Federal government on student loans. In addition, they pay
private investors considerably more tham 1.25% above T-Bill rates.
If Sallie Mae continues with this type of logic, it would appear
they could immediately refinance the $5 billion debr and repay the

Federal government since they maintain there is no advantage to the
Federal financing.

Do you believe the temporary exemption from Federal Priority under
bankruptcy statutes for Sallie Mae now in effect, put due to Expire
September 30, should be made permanent?

If so, Why? If not, Why? If such exemption is extended, would it be

better to 1imit it to no more than two additional years, and then conduct
overaight hear!ngs again on the issue?

We would strongly encourage you to limit this extension to only
one or cwo yedrs, as it is the only check and balance you have on
Sallic Mae activities. .

Sallie Mae Pays no State or Local Taxes.

Snould Sallje Mae be requried to pay at least local taxes ia the District
of Columbia op its transactions/profits?

Should Sallie Mae be requried to pay state taxes

on profits made in the
states where it provides liquidity, ete?

Explain views.

Since Sallie Mae is a private profit-making corporation, we bolieve
they should pay taxes in the district and state.

Senator STAFFORD. The committee stands adjourned.
[Whereupon, at 12:32 p.m., the subcommittee was adjourned.]
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